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Guaranty Bancshares, Inc.

Total Return Performance
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’ eI Year ended December 31
(Dollars in thousands, except per share data) 2003 2002 2001 2000
INCOME STATEMENT
Net interest IMCOME oot iviiiiieee ettt cne e $ 17,322 3 16,683 $ 13,498 $ 12,275
Provision for loan losses . . 1,075 1,260 1,385 595
NONINEETEST INCOME 1.vivietrerrerreeeeetee e erreereesreeeeeeesrierearreenes 4,937 5,056 6,201 3,723
NONINLETEST EXPENSE ceovevrvriercnicirricniereeecesiicnennconnane, 13,837 14,692 13,519 12,140
Net earnings available to common shareholders .............. : 3,844 4,377 3,290 2,508
PER SHARE
Net €arnings (DaSICH vevcrrenrmnrimrecervemernrinriseseeeerennrecsuiceenns 3 1.32 $ 1.46 $ 1.09 3 0.80
Book value 12.47 ! 11.81 10.59 9.67
Cash dividends : 0.37 0.32 0.28 0.25
PERFORMANCE RATIOS
Return on average assels .......cocrmnionecinniioiiaeenes : 0.73% 0.89% 0.76% 0.64%
Return on average common €quity ... 10.83 12.90 10.74 8.87
Net interest margin . 3.63 3.73 3.46 3.44
Efficiency ratio ... 71.75 68.79 70.10 75.72
BALANCE SHEET
TOLAl ASSELS cocvieerriiirie ettt r e rte et st as s es e $ 517,078 $ 517,968 $ 460,509 $ 411,031
SECUTHES 1ovviveerii e 99,614 106,992 81,715 81,620
LOANS ittt sttt sb e st e eb e - 365,514 365,615 331,255 287,335
Allowance for loan losses . 3,906 3,692 3,346 2,578
Total deposits.....ccocorverennee 407,847 424,950 383,279 358,265
Total shareholders’ equity ... 36,448 34,644 31,827 29,425




PROGRESS REPORT TO SHAREHOLDERS

To Our Shareholders

Guaranty Bancshares, Inc. (GNTY) and subsidiaries provide
a broad range of financial products including traditional
banking services such as loans and deposits, as well as trust
management services, brokerage and mortgage services.
Guaranty Bond Bank is the primary value adding subsidiary
to shareholder growth. It has become a regional bank
equipped to handle virtually all types of consumer, business
and agriculture financial needs.

The core objective of Guaranty Bancshares, Inc. is to position
the Company in growing markets and to broaden the
customer base to achieve diversification in order to maintain
the appropriate growth in profitability and return to
shareholders. With the recognition of over $3.8 million in net
income for 2003, Guaranty Bancshares, Inc. saw a decrease
of 12.18% from the previous year still making 2003 the second
strongest and most profitable year in the Company’s history. :

Guaranty Bancshares, Inc. experienced a growth of more Arthur B. Scharlach, Jr.
than twenty seven percent (27.72%) in stock value during President and CEO
2003 increasing from $16.09 to $20.55. While the stock market
experienced modest growth and recovery during the same time period, the Company’s commitment to strength and stability weathered the
economic downturn providing shareholders with a much-improved investment value. In a recovering, yet unstable economy, the Company
recorded earnings per share of $1.32 while its Return on Equity ratio remained above 10% for the third consecutive year.
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Total assets for 2003 were $517,078,000 compared to $517,968,000 for 2002. This controlled growth during economic uncertainty strengthens
the Company and preserves asset quality properly positioning itself as the economy rebounds. This year provided us the opportunity to
focus on improving operating efficiencies. The internal audit function was expanded, technology improvements were implemented such as
enhanced Internet banking, mailroom automation and electronic statement delivery, and a formal training program that focused on technology,
compliance and operations was emphasized. These improvements will create a leaner company going forward, as well as increase shareholder
value.

The Company continues to enter the new millennium with an experienced and well-balanced management team responding quickly and
creatively to the changing needs of each of the communities served. The team, along with the support staff and related fixed asset structure
is ready to accommodate anticipated growth and to capitalize on future economies of scale. The team is also responsible for maintaining the
strong and efficient infrastructure that will preserve the Company’s financial strength and philosophy.

This annual report is reflective of the commitment of the Company and its entire staff from the strong support of the Board of Directors to the
friendly customer service lines of Guaranty Bond Bank. The Bank continues to provide these services as it prepares for future growth by
increasing its presence in each of these banking center markets. This commitment and growth is very important in providing for long-term
shareholder value.

I believe the Company has a clear vision and understanding of what is important to its shareholders and to the future. The employees are
major shareholders through the 401(k) Retirement Plan and many own company shares in their own investment accounts. This philosophy
aligns the Directors, the management team, and the staff to produce maximum long-term value to the Company as Guaranty Bond Bank strives
to be the financial services leader in the markets served.

Thank you for the continued support and confidence in Guaranty Bancshares.




GUARANTY BOND BANK EXECUTIVE MANAGEMENT

Art Scharlach Ty Abston Cappy Payne
Chairman of the Board / CEO President Executive Vice President / CFO

Our commitment to the future was the basis for several key
decisions during this past year. We strategically did not invest in
long-term securities to avoid excessive capital exposure that will
occur with future rising interest rates, which is inevitable in this
unprecedented low rate environment. These decisions lowered our
short-term profits as we accepted lower yields on less volatile
shorter-term investments. However, we feel the Company is poised
to reap future benefits as rates begin to rise with an improving
economy.

We made significant improvements this year in our internal
control procedures and feel the Company is positioned to begin
another phase of growth. Comprehensive programs were launched
and improvements were made in the areas of loan review, audit,
corporate training, risk management and technology. These improved
functions give management the confidence we need in looking at
additional growth opportunities in the future.

Our asset quality remains sound with key ratios all ending the
year showing marked improvements. Our credit administration area
made significant improvements this year to provide for improved
asset quality, while maintaining the superior service standards our
customers have come to expect.

Kirk Lee
Executive Vice President

Our capital remains strong and provides another key component
to future growth opportunities.

As we look forward and plan for the future, we will always remain
committed to the building blocks that have made this company
successful. Relationships, Integrity, Commitment. Times may
' : change, but these basic principles will always stay the same.
. Mike Rhea

Fyorutive Vire Procidont ~



Bob Clark joined Guaranty Bond Bank - Commerce in

October, 1999, as President. He has over 18 years banking
experience specializing in overall bank operations and

commercial lending.

Bart Scharlach joined Guaranty Bond Bank in June,
1995. He has served as President of Guaranty Bond Bank
Ft. Stockton since October, 2001 with prior experience in
lending, as well as bank management.




Bruce Harwell joined Guaranty Bond Bank - Pittsburg
in February, 1999 as Senior Vice President. He currently
serves as President of the Pittsburg location with over 20
years in the banking field, including consumer, commercial
and mortgage lending.

Travis Mauldin joined Guaranty Bond Bank in March,
2002 as President of Guaranty Bond Bank - Texarkana. He
has over 35 years of banking experience, specializing in
mortgage lending and upper management positions.




GUARANTY BOND BANK SENIOR MANAGEMENT
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Latrel McCallum, Mt. Pleasant Tanis Hager, Paris Chuck Capel Mt Pleasant
Senior Vice President Senior Vice President Senior Vice President

BUILDING A PROFESSIONAL TEAM

Our long-term success depends on strategic decisions and long-term initiatives.
Among the most important 1s the investment we make in our people, a dedicated
team of customer-focused employees. We take a carefully balanced approach to
strengthening the Guaranty team - developing the capabilities and potential of our
staff and attracting experienced professionals with exceptional skills. In recent
years, we have dramatically enhanced our depth in key areas such as mortgage,
technology, operations and trust and investment management.

Steve Bledsoe, Texarkana Stan Garrett, Mt. Pleasant
6 Senior Vice Precident Senior Vice President



GUARANTY BOND BANK
1913 - 2003

It’s fitting that our founders first convened in the office of a
small-town mayor. Receiving their charter in 1913, Guar-
anty Bond Bank’s first board understood the link binding
their success to the betterment of the community.

Opening with $60,000 in capital, within a decade the twin
shocks of the 20’s cotton depression and the Great Depres-
sion staggered not only our economy, but our way of life. In
those changing and challenging days, our success depended
on our ability to work hand in hand with our community’s
best interest in mind. Those early days gave shape to
Guaranty’s tradition - working together through lean times
and prospering together in better times.

Today, changes in banking regulations have allowed unprec-
edented expansion of Guaranty’s capital position, the finan-
cial power enabling our customers to confidently embrace their visions of new regional growth in industrial,
retail, and individual opportunities.

Understanding where we came from, we recognize that our continued success is being built by local bankers
with authority to make decisions strengthening the commitment that’s been our hallmark for nearly a century -
building community relationships.

As Guaranty has expanded into new markets, we have grown by offering the best in banking, bringing a resource
of increasing value to the markets we serve. With assets in excess of $517 million and legal loan limit of $5.5
million, we continue opening doors to new opportunities.

Even in the midst of these positive changes, there are countless things about this company that will never change.
Our commitment to our customers and communities will continue.
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Bill G. Jones
Chairman of the Board, Guaranty Bancshares, Inc.
Vice Chairman of the Board, Guaranty Bond Bank

Arthur B. Scharlach, Jr.
President & CEO, Guaranty Bancshares, Inc.

Chairman of the Board, CEO & Director Guaranty Bond Bank

Tyson T. Abston

Senior Vice President, Guaranty Bancshares, Inc.
President & Director, Guaranty Bond Bank

Clifton A. Payne

Senior Vice President & CFO, Guaranty Bancshares, Inc.
Executive Vice President, CFO & Director Guaranty Bond Bank

John Conroy (Not pictured, Deceased)
President, Conroy Tractor, Inc.
Director, Guaranty Bond Bank

Jonice Crane
Retired Bank Executive
Director, Guaranty Bond Bank

OFFICERS:

C.A. Hinton, Sr.
Chairman of the Board, Hinton Production Co.
Director, Guaranty Bond Bank

Carl Johnson, Jr.
Partner, Baker & Johnson, PC
Director, Guaranty Bond Bank

Weldon Miller
President, Everybody’s Furniture Company
Director, Guaranty Bond Bank

Bill Priefert
President, Priefert Manufacturing Company, Inc.
Director, Guaranty Bond Bank

Gene Watson

Real Estate Investments
Director, Guaranty Bond Bank

D.R. Zachry, Jr. (Not pictured, Decea\sed)
Investments

Bill G. Jones, Chairman of the Board
Arthur B. Scharlach, Jr., President & CEO
Tyson T. Abston, Senior Vice President
Clifton A. Payne, CPA, Senior Vice President & CFO / Secretary



McGladrey & Pullen

Certified Public Accountants

INDEPENDENT AUDITOR’S REPORT

To the Board of Directors and Shareholders
Guaranty Bancshares, Inc.
Mount Pleasant, Texas

We have audited, in accordance with auditing standards generally accepted in the United States of America, the
consolidated balance sheets of Guaranty Bancshares, Inc. and subsidiaries (the Company) as of December 31, 2003
and 2002, and the related consolidated statements of eamings, changes in shareholders’ equity and cash flows for
each of the three years in the period ended December 31, 2003 (not presented herein); and in our report dated
January 18, 2004, we expressed an unqualified opinion on those consolidated financial statements.

in our opinion, the information set forth in the accompanying condensed consolidated financial statements is fairly
stated, in all material respects, in relation to the consolidated financial statements from which it has been derived.

/%m / /4%4/ 2P
McGladrey & Pullen, LLP

Dallas, Texas
January 16, 2004

SUMMARY FINANCIAL INFORMATION

The condensed presentation of operating results and selected financial data on the preceding pages is intended only
as a convenient reference. The Company’s 2003 Annual Report on Form 10-K includes, among other things, the
audited consolidated financial statements and notes thereto, the independent auditor's report, and management's
discussion and analysis of financial condition and results of operations. The Annual Report on Form 10K also
identifies important qualifications and risks, and the information herein should be read together with the Annual
Report on Form 10-K for a complete understanding of the Company’s financial position, results of operations, cash
flows, and changes in shareholders’ equity. A copy of the Annual Report on Form 10-K may be obtained by calling
the Company.

McGladrey & Pullen, LLP is an independent member firm of
RSM Intemational, an affiliation of independent accounting
and consutting firms.



GUARANTY BANCSHARES, INC.

CONSOLIDATED BALANCE SHEETS

(Dollars in thousands, except par value)

December 31,
2003 2002
Assets
Cash and due from banks ......ccoccceiviiviiineniirieerer e eevvree s $ 20816 $ 18,244
Interest-bearing time depOSIts ........coeoicoeeerirrcrenrrec e 6,776 -
Federal funds SO .....ccoovvvvvieeei ettt ves s - 1,530
Securities available-for-sale ..........occvvvervevivinii e 99,614 106,992
Loans held fOr SAIE ......vvveiiiiciiiiiiic et csrrer e e e sneee 1,244 5727
Loans, net of allowance for loan losses of $3,906 and $3,692 .......... 360,364 356,196
Premises and equipment, NEt ........cccccvueriieenierienecinrerienesenr e 13,183 13,565
OthEr 1Al ESLATE ..o.o.vvveieeree et et e e s e reteseerreesereseenns 743 1111
Accrued Interest reCeIVADIE ........c.vvivvveiiieeii et eeree e 2638 3,002
TGOOAWILL ..ottt sr e b et bt et b s reaes ‘ 2,338 2,338
OLREE ASSELS c.eeeeeeerieeie ettt ee e et e eeree e s e seee st enneesasesanesnanesns ‘ 9,362 9,263
Total assets $ 517,078 $ 517,968
Liabilities and Shareholders’ Equity
Liabilities:
Deposits

NONINLErESt-DEATING ..vevveeeicviieecietee ettt $ 72202 $ 68,514

INtErest-bearing .......ccceviereererericeeecerirt et reeere et orenes 335,645 356,436

TOtal dEPOSIES v.veveeeeieirnirirrcrrirteee ettt esse s annen ‘ 407,847 424,950
Accrued interest and other Habilities ..........covvvveeveiiiiicei e ‘ 5071 5611
Federal funds purchased ..........c.cocoviiinininniniiicnenccei 7,295 -
Federal Home Loan Bank advances .........ccccevvvveveiivvnsiccvvenneeennnnn 50417 42,763
Long-term debt .......ccccceiiieiiiriieee e s 10,000 10,000

TOtA] HHADIHEES .vvvveveevireseiete e s ere e sen e sasrae s eanensenes - $ 480,630 $ 483,324

Shareholders’ Equity:
Preferred stock, $5.00 par value, 15,000,000 shares authorized,

NO ShAres ISSUEH .vvviiiiieiiriiie et rrre s e serete e seneas - -
Common stock, $1.00 par value, 50,000,000 shares authorized, ‘

3,252,016 shares issued .....oocevevvcvieeeeiieeeeennns et tterer b e aeae s $ 3252 $ 3,252
Additional paid-in capital .......ccccoccoviiiinieniencinirne e 12,801 i 12,725
Retained armings .......ccovvvvviiiiiiniinir e s 23912 21,149
Treasury stock 330,088 and 320,088 shares at cost..........ccoceerverenene. ‘ (3.981) (3.820)
Accumulated other comprehensive inCome .........ccecevereerniirinnnene. ‘ 464 1,338

Total shareholders’ eqUIty .....cccoovvivenreriircenier e 36,448 34644

Total liabilities and shareholders’ equity .........cooous. esesresenesanese - $ 517,078 $ 517,968

Refer to the Guaranty Bancshares, Inc. 2003 Annual Report on Form 10-K for a complete set of consolidated financial statements.
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GUARANTY BANCSHARES, INC.

CONSOLIDATED STATEMENTS OF EARNINGS

(Dollars in thousands, except per share amounts)

Year ended December 31,
2003 2002 2001
Interest income
Loans, including fees .........ocivvevereerrcnresnieiss et erereenns '$ 23473 $ 24,119 $ 24,591
Securities
TAXADIE ©.veneiriiie ettt e rens ‘ 3919 4470 4,280
NONEAXADIE .....ooevrerieiiiri ettt st eve ettt sessreieseas ‘ 58 159 413
Federal funds sold and interest-bearing deposits .........cccoeceveveneees j 114 207 577
Total INErESt INCOMIE ....veveeririereriieieeecreseeer oo ee et eeeseotssnenes 27564 28955 29,861
Interest expense
DIEPOSILS ovvirieeeeiiieiieit et seeteierineee e et et sen s s e sns e aneennnn : 7,240 9,837 14,836
FHLB advances and federal funds purchased...........ccovenivininnnns 2,001 1,639 755
Long-termdebt .........c.ccooniiiiinicc 1,001 796 772
Total INtErest EXPENSE .vecvereeivriieierriirine et serere s 10,242 12,272 16,363
Net interest income 17,322 16,683 13,498
Provision for 10amn 10SSES ......ovvviviiviceiciiieiee e eescrees s eesenrenes 1,075 . 1,260 1,385
Net interest income after provision '
for loan losses 16247 15,423 12,113
Noninterest income ;
Service Charges ......ccociiviioiieiiicciccente e rere e s 2,869 2,957 2,678
Net realized gain on securities transactions ..........c.oecvvereecevereeans 188 - 380 416
Other Operating iCOME ......ccccererreniiiirecririiriee e seereeres e seeneens ‘ 1,380 1,719 3,107
Total NONINTETEST INCOIME .. .vvvevireeieeiieeireireeeeriieieteereesssseesinnrees .' 4,937 5,056 6,201
Noninterest expense
Employee compensation and benefits ...........ccoovevriinnerinnnens 9371 3711 7,592
OCCUPANCY EXPEISES ..evvvreerareecarerirererennrestreeieresreresensesessssnsasienees 2019 1,992 1,901
Other Operating EXPenSes ....uceveevvierreneeeiiorerinrene e reseesieereseorenns 4447 3,989 4,026
Total NONINLEIESt EXPENSES ..vvvrveerrveerereerrenrereesrerirnnerissereneesenes C 15837 14,692 13,519
Earnings before inCome taxes .......coceeeeeorerinriresnnnesensrerennees ‘ 5,347 5,787 4,795
Provision for income taxes
CUITENL .t ote ettt sae e s be s e b e erte e s e sbteestbesennssstesesareaernnnas ' 961 1,065 1,191
Deferred .....coooeriiiieeee e 542 345 314
Total INCOME taX EXPENSE...veviereereearirrerienirereseinsreresreeseeseesrees 1,503 1410 1,505
Net Earnings $ 3,844 $ 4,377 $ 3,290
Basic earnings per common share $ 132 $ 146 $  1.09
Diluted earnings per common share $ 1.30 $§ 145 " $ 109

Refer to the Guaranty Bancshares, Inc. 2003 Annual Report on Form 10-K for a complete set of consolidated financial statements.



GUARANTY BOND BANK - BOARD OF DIRECTORS

Arthur B. Scharlach, Jr.
Chairman of the Board & CEO

Guaranty Bond Bank

President, CEO & Director,

Guaranty Bancshares, Inc.

Bill G. Jones

Vice Chairman of the Board,

Guaranty Bond Bank
Chairman of the Board,
Guaranty Bancshares, Inc.

Tyson T. Abston

President, Guaranty Bond Bank
Senior Vice President & Director,

Guaranty Bancshares, Inc.

Clifton A. Payne

Executive Vice President & CFO,

Guaranty Bond Bank
Senior Vice President,
CFO & Director,
Guaranty Bancshares, Inc.

Joe L. Buford
Redfearn-Buford Insurance
Mount Pleasant, Texas

John Conroy

President, Conroy Tractor, Inc.
Director,

Guaranty Bancshares, Inc.
Mount Pleasant, Texas
(Deceased)

Jonice Crane

Retired Bank Executive
Director,

Guaranty Bancshares, Inc.
Mount Pleasant, Texas

David Glass
President, David Glass
Investments, Inc.
Paris, Texas

Larry Greb
President, Greb, Inc.
Paris, Texas

C. A. Hinton, Sr.
Chairman of the Board,
Hinton Production Co.
Director,

Guaranty Bancshares, Inc.
Mount Pleasant, Texas




GUARANTY BOND BANK - BOARD OF DIRECTORS

Carl Johnson, Jr.

Partner, Baker & Johnson, PC

Certified Public Accountants
Mount Pleasant, Texas

Tim Kelty
Broker-owner,
Century 21 Hometown
Real Estate

Sulphur Springs, Texas

Brian Lee
Owner, El Chico Restaurant
Mount Pleasant, Texas

Kirk L. Lee
Executive Vice President,
Guaranty Bond Bank
Mount Pleasant, Texas

Weldon Miller
President, Everybody’s
Furniture Company
Director,

Guaranty Bancshares, Inc.
Mount Pleasant, Texas

Bill Priefert
President,

Priefert Manufacturing Co.
Director,

Guaranty Bancshares, Inc.
Mount Pleasant, Texas

Joe Redfearn
President,

Redfearn Real Estate
Mount Pleasant, Texas

Dr. Tim Reynolds, M. D.
President,

E-Med, Inc.

Texarkana, Texas

Byron Mike Rhea
Executive Vice President,
Guaranty Bond Bank
Mount Pleasant, Texas

Gene Watson

Real Estate Investments
Director,

Guaranty Bancshares, Inc.
Sulphur Springs, Texas
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IN MEMORY OF
MR. JOHN A. CONROY AND MR. D. R. ZACHRY, JR.

John A. Conroy, Director D. R. Zachry, Jr., Director

Guaranty Bond Bank (1975 - 2003) Guaranty Bond Bank (1957 - 2001)
Guaranty Bancshares, Inc. (1980 - 2003) Guaranty Bancshares, Inc. (1980 - 2004)

Those of us who have had the distinct privilege of
knowing Mr. John A. Conroy and Mr. D. R. Zachry, Jr.,
express our deep appreciation for their guidance and
untiring service 1n the interest of
Guaranty Bancshares, Inc. and Guaranty Bond Bank.

These men were valued by their associates,
loved by their friends and respected by all.




GUARANTY DBOUOND bANK - OFFICERD

Art Scharlach, CEO & Chairman of the Board
Bill Jones, Vice Chairman of the Board

Ty Abston, President

Martin Bell, President - Sulphur Springs

Bob Clark, President - Commerce

Bruce Harwell, President - Pittsburg

Virgil Jones, President - Talco/Deport

Travis Mauldin, President - Texarkana

Jim Richmond - President - Paris

Joe Rose, President - Bogata

Bart Scharlach, President - Fort Stockton
Kirk Lee, Executive Vice President

Cappy Payne, CPA/Executive V.P./CFO

Mike Rhea, Executive Vice President

Steve Bledsoe, Senior Vice President

Chuck Capel, Senior Vice President - CIO
Stan Garrett, Senior Vice President & Cashier
Tanis Hager, Senior Vice President

Latrel McCallum, Senior Vice President

Jo Anschutz, Vice President

Gene Erwin, V. P./ Human Resources Manager
Terry Hoover, V.P./ Risk Management Officer
Robert Irwin, Vice President

Barry Jones, V.P./ Retail Banking

Terri Lee, V.P. / Marketing & Advertising
Mary Ann Munsinger, Vice President

Sara Neal, Vice President / Mortgage Servicing
Karen Neeley, Vice President

Richard Perryman, CPA/ V.P. & Trust Officer
Betty Reese, Vice President

Craig Roberts, Vice President

Blake Scharlach, Vice President

Amy Adkins, Assistant Vice President
Candy Boswell, Assistant Vice President
Connie Kay Brooks, Assistant Vice President
Eloy Chapa, Assistant Vice President

Sondra Cunningham, Assist. V.P. & Sr. Admin. Off.
Chad Elledge, Assistant Vice President
Dureen Fuller, Assistant V.P. / Manager MP South
Dianna Griffin, Assistant Vice President

Susy Guest, Assistant Vice President

Lynda Hager, Assistant Vice President
Jannie Husbands, Assistant Vice President

Mt. Pleasant - Downtown

Mt. Pleasant - South

Vince Julian, Assistant Vice President
Sandy Majors, Assistant Vice President
Sharon Nedlo, Assist. V.P./Internal Auditor
Rachel Rosas-Miner, Assistant Vice President
Debbie Rose, Assistant Vice President
Lou Ann Tovar, Assistant Vice President
Deann Vaught, Assistant Vice President
Suzanne Walker, Assistant Vice President
Brenda Wright, Assistant Vice President
Melissa Whitaker, Assistant Auditor
Deana Spataro, Mortgage Officer

Gail Blair, Assistant Trust Officer

Rachel Hatch, Assistant Trust Officer
Brantley Foster, Senior Security Officer
Gena Gage, Assistant Cashier

Rita Lee, Assistant Cashier

Connie Logue, Assistant Cashier/Head Teller
Patti Shaw, Assistant Cashier

Kim Ragsdale, Senior Administrative Officer
Kim Shumate, Senior Administrative Officer
Rhonda Burns, Administrative Officer
Sally Cunningham, Administrative Officer
Michelle Ferguson, Administrative Officer
Gloria Hernandez, Administrative Officer
Sherry Jennings, Administrative Officer
Sonya Lawrence, Administrative Officer
Melissa Merchant, Administrative Officer
Karen Wall, Administrative Officer

Becky Thompson, Administrative Officer
Mollie Williams, Administrative Officer
Ruth Ann Allen, Banking Officer

Bry Baker, Banking Officer

Martha Bone, Banking Officer

Kenny Dority, Banking Officer

Jason Frazier, Banking Officer

Donna Hughes, Banking Officer

Joel Jackson, Banking Officer

Linda Kump, Banking Officer

Brad Moore, Banking Officer

Merideth Parker, Banking Officer

Melissa Robertson, Banking Officer

Rena Rodgers, Banking Officer

Sherri Wilson, Banking Officer

Commerce

I

Fort Stockton

Pittsburg



INVESTOR INFORMATION

Stock Market Price Range and Dividends on Common Stock for 2003

(In dollars. }

FIRST SECOND THIRD FOURTH
QUARTER QUARTER QUARTER QUARTER
High $ 16.40 $ 16.59 $ 18.15 $ 22.00
Low 15.64 14.90 16.40 17.78
Dividends -- 0.17 -- 0.20
STOCK SEC REPORTS AND ADDITIONAL Fort Stockton
Listing INFORMATION Guaranty Bond Bank

Guaranty Bancshares, Inc. common
stock trades on the Nasdaq Stock
Market under the symbol GNTY.

TRANSFER AGENT

Computershare Trust Company
Suite 800

350 Indiana Street

Golden, Colorado 80401

Shareholders who have questions
regarding their ownership of
Guaranty Bancshares, Inc. stock
may contact their regular
stockbroker or the Transfer Agent
at (303) 262-0600.

DivipeEnD CALENDAR

Dividends on Guaranty Bancshares,
Inc. common stock are payable, if
paid, semi-annually in June and
December.

INDEPENDENT A UDITORS

McGladrey & Pullen, LLP

One Galleria Tower, Suite #8300
13355 Noel Road

Dallas, Texas 75240

MARKET MAKERS

The following investment brokerage
houses make a market in Guaranty
Banchares, Inc. stock:

Hoefer & Arnett, Inc.
Stifel Nicolaus & Co.
Knight Securities L.P.
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Analysts, investors and others seeking copies
of Guaranty Bancshares, Inc.’s Annual
Report (Form 10-K) and Quarterly Report
(Form 10-Q) to the Securities and Exchange
Commission, or additional

financial information, contact:

Clifton A. Payne, CPA

Guaranty Bancshares, Inc.

P. O. Box 1158

Mount Pleasant, Texas 75456-1158
(903) 572-9881

ANNUAL MEETING

The annual meeting of Guaranty
Bancshares, Inc. will be held at its corporate
headquarters on Tuesday, April 20, 2004.

CORPORATE HEADQUARTERS
|

Guaranty Bancshares, Inc.

100 W. Arkansas

P.O.Box 1158

Mount Pleasant, Texas 75456-1158

BANKING CENTER OFFICES

Bogata
Guaranty Bond Bank
110 Halesboro St.
Bogata, Texas 75417
(903) 632-5269

Commerce
Guaranty Bond Bank
1108 Park St.
Commerce, Texas 75429
(903) 886-2274

Deport
Guaranty Bond Bank
111 Main St.
Deport, Texas 75435
(903) 652-3615

#1 Spring Drive
Fort Stockton, Texas 79735
(915) 336-7134

Mount Pleasant
Guaranty Bond Bank - Downtown
100 W. Arkansas
Mount Pleasant, Texas 75455
(903) 572-9881

Mount Pleasant - South
Guaranty Bond Bank - South
2317 S. Jefferson
Mount Pleasant, Texas 75455
(903) 575-2323

Paris
Guaranty Bond Bank
3250 Lamar Ave.
Paris, Texas 75460
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PART 1
SPECIAL CAUTIONARY NOTICE REGARDING FORWARD-LOOKING INFORMATION

Statements and financial discussion and analysis contained in this Annual Report on Form 10-K that are not
historical facts are forward-looking statements made pursuant to the safe harbor provisions of the Private Securities
Litigation Reform Act of 1995. Forward-looking statements describe the Company’s future plans, strategies and
expectations, are based on assumptions and involve a number of risks and uncertainties, many of which are beyond
the Company’s control. The important factors that could cause actual results to differ materially from the forward-
looking statements include, without limitation:

s changes in interest rates and market prices, which could reduce the Company’s net interest
margins, asset valuations and expense expectations;

e changes in the levels of loan prepayments and the resulting effects on the value of the Company’s
loan portfolio;

e changes in local economic and business conditions which adversely affect the Company’s
customers and their ability to transact profitable business with the Company, including the ability
of its borrowers to repay their loans according to their terms or a change in the value of the related
collateral;

e increased competition for deposits and loans adversely affecting rates and terms;

e the timing, impact and other uncertainties of the Company’s potential future acquisitions,
including the Company’s ability to identify suitable future acquisition candidates, the success or
failure in the integration of their operations, and the Company’s ability to enter new markets

successfully and capitalize on growth opportunities;

e increased credit risk in the Company’s assets and increased operating risk caused by a material
change in commercial, consumer and/or real estate loans as a percentage of the total loan portfolio;

o the failure of assumptions underlying the establishment of and provisions made to the allowance
for loan losses;

e changes in the availability of funds resulting in increased costs or reduced liquidity;
s changes in the Company’s ability to pay dividends on its Common Stock;

¢ increased asset levels and changes in the composition of assets and the resulting impact on the
Company’s capital levels and regulatory capital ratios;

o the Company’s ability to acquire, operate and maintain cost effective and efficient systems without
incurring unexpectedly difficult or expensive but necessary technological changes;

o the loss of senior management or operating personnel and the potential inability to hire qualified
personnel at reasonable compensation levels;

o the effects of the Internal Revenue Service’s examination regarding the Company’s leveraged
leasing transactions; .

¢ changes in economic and business conditions which would adversely affect the value of the
Aircraft Finance Trust (“AFT”), and cause the Company to not fully realize its current investment
in AFT; and,




e changes in status of government regulations or their interpretations applicable to bank holding
companies and the Company’s present and future banking and other subsidiaries, including
changes in tax requirements and tax rates.

All written or oral forward-looking statements attributable to the Company are expressly qualified in their
entirety by these cautionary statements.

Item 1. Business
General

Guaranty Bancshares, Inc. (the “Company”) was incorporated as a business corporation under the laws of
the State of Texas in 1980 to serve as a holding company for Guaranty Bond Bank, formally known as Guaranty
Bank, (the “Bank™), which was chartered in 1913, and for Talco State Bank, which was chartered in 1912 and
merged into the Bank in 1997. The Company's headquarters are located at 100 West Arkansas, Mount Pleasant,
Texas 754535, and its telephone number is (903) 572-9881.

The Company has grown through a combination of internal growth, the acquisition of community banks
and the opening of new community banking offices. In 1992, the Company established its Deport, Texas location
by acquiring certain assets and liabilities of the First National Bank of Deport (the “Deport Bank™). The Deport
Bank also had a branch in Paris, Texas, which the Company acquired. To enhance its expansion info the Paris
community, in 1994 the Company constructed a new facility to serve as its Paris location. In 2001, the Paris facility
was expanded from approximately 5,400 square feet to approximately 9,700 square feet, again to service the
expanded customer base. In 1993, the Company purchased a commercial bank in Bogata, Texas and in 1996 opened
a second retail-service banking facility in Mount Pleasant. In 1997, the Company merged Talco State Bank into the
Bank and opened a full-service location in Texarkana. Texarkana is the center of a trade area encompassing
approximately 130,000 people. Management of the Company continues to believe that this trade area provides
opportunity for strong growth in loans and deposits. Texas Highway 59 (scheduled to become Interstate 69), which
serves as the primary “NAFTA Highway” linking the interior United States and Mexico, is a main artery to
Texarkana. The increased traffic along this NAFTA Highway is expected to enhance economic activity in this area
and create more opportunities for growth. In 1998, the Company completed a new facility in Texarkana to enhance
its expansion in the Texarkana market. In 1999, the Company opened a full-service location in Pittsburg, Texas, a
community of approximately 4,500 people located 12 miles from Mount Pleasant. Also in 1999, the Company
acquired the First American Financial Corporation, (“First American”), with locations in Sulphur Springs and
Commerce, Texas. The Company also acquired First American’s wholly owned mortgage company. In 2000, the
operations of the mortgage subsidiary, which were being continued by the Company under the name Guaranty
Mortgage Company, were merged into the Bank. Also in August 2000, the Company was granted approval by the
Texas Department of Banking to open a loan production office in Fort Stockton, Texas, located in the western
portion of Texas, which became a full-service bank in December of 2000. As of December 31, 2003, product
offerings at the Fort Stockton location are limited to loans and time deposits.

The Company has developed a community-banking network, with most of its offices located in separate
communities. Lending and investment activities are funded from a strong core deposit base consisting of
approximately 40,000 deposit accounts as of December 31, 2003. Each of the Company's offices has the authority
and flexibility to make pricing decisions within overall ranges developed by the Company as a form of quality
control. Management of the Company believes that its responsiveness to local customers and ability to adjust
deposit rates and price loans at each location gives it a distinct competitive advantage. Employees are committed to
personal service and developing long-term customer relationships, and adequate staffing is provided at each location
to ensure that customers’ needs are well addressed. The Company provides economic incentives to its officers to
develop additional business for the Company and to cross-sell additional products and services to existing
customers.

The Company continues to look for additional expansion opportunities, either through acquisitions of
existing financial institutions or by establishing de novo offices. The Company intends to consider various strategic
acquisitions of banks, banking assets or financial service entities related to banking in those areas that management



believes would complement and help grow the Company's existing business. The Company is particularly
optimistic about the growth potential in the Texarkana, Sulphur Springs, Paris, and Mount Pleasant market areas.

The national, regional and local economies have experienced a slight deterioration, but have shown signs of
improvement, though at a slow pace. While this deterioration has had a negative affect on the Bank’s eamings and
growth, management believes the Bank is well positioned to weather this event and get back into its growth pattern
in 2004,

The Bank owns interests in five entities which complement the Company’s business, the first three of
which are wholly-owned: (i) Guaranty Leasing Company (“Guaranty Leasing™), which finances equipment leases
and has engaged in certain leveraged lease transactions; (ii) Guaranty Company, which owns real estate for future
Bank expansion; (iii) GB Com, Inc., a nominee company; (iv) BSC Securities, L.C. (“BSC"), which provides
brokerage services; and, (v) Independent Bank Services, L.C. (“IBS™), which performs compliance, loan review,
internal audit and EDP audit functions. These entities are accounted for in the Bank’s financial statements using the
equity method of accounting and are included in other assets on the balance sheet.

Business

The Company's guiding strategy is to increase shareholder value by providing customers with
individualized, responsive, quality service and to augment its existing market share. The Company’s main
objective is to increase loans and deposits through additional expansion opportunities in Texas, while stressing
efficiency and maximizing profitability. In furtherance of this objective, the Company has employed the following
operating strategies:

Focus On Community Banking. The Company has developed a reputation of being a premier provider of
financial services to. small and medium-sized businesses, professionals and individuals in Northeast Texas.
Management believes the Company's reputation for providing personal, professional and dependable service is well
established in communities located in this area. Each of the Company's full-service branch locations is administered
by a local President with knowledge of the community and lending expertise in the specific industries found in the
community, whether it is agriculture, manufacturing and commerce or professional services. Decisions regarding
loans are made at each location in a timely manner.

Controlled Core Growth. Prior to 2003, the Company had increased its market share in each of the
communities in which it maintains a full-service banking center. In 2003, the Company experienced a decrease in
time deposits due to accounts seeking alternative reinvestments caused by the historic low interest rate environment.
Other types of accounts such as checking, money market and savings, experienced growth in volume and dollars. In
its principal location of Mount Pleasant, the Company’s market share of financial institution deposits, based on the
FDIC Deposit Market Share data as of June 30, 2003, was approximately 42.5%, the largest single financial
institution in that market. This same report showed gains in market share with total market share for the Commerce
location at 4.95%, Pittsburg at 10.82%, Sulphur Springs at 15.43%, Paris at 11.91%, and Bogata at 12.31%. The
Company is well known in its geographic area as a result of its longevity and reputation for service. The Company
intends to continue to grow by seeking strategic acquisitions and branching opportunities as well as servicing its
existing customer base.

Leadership Technology. The Company has embraced technological change as a way to remain competitive,
manage operational costs associated with growth and offer superior products to its customers. Recent technological
implements include mailroom automation, Voice-Over-IP telephony, and Internet Banking enhancements. This
adds to our existing electronic bill and note payment, note and document imaging, electronic report management,
remote proof capture, electronic statement delivery, and an automated voice response system. Currently, the
Company is evaluating several additional enhancements that will improve its ability to deliver information internally
to improve productivity and externally to provide convenience and timeliness to its growing customer base. Such
enhancements include consolidation of various accounting systems the Bank uses, implementation of a new “Check
21” compatible teller system and electronic check/image presentment. The Company has made significant
investments in technology, and has become a technological leader in its market.

Offer Competitive Products. The Company recognizes its competition is not solely banks, but brokerage
houses, insurance companies, credit unions and various other competitors, and that in order to thrive it must be




competitive in the products that it offers. The Company offers a full range of commercial loan products, including
term loans, lines of credit, fixed asset loans, real estate loans and working capital loans. The Company also offers
consumers a full range of personal loan products including automobile loans, home improvement loans, consumer
loans and mortgage loans. The Company also has a wide variety of deposit products, including a Premier Money
Market Account that pays a rate competitive with most brokerage investment accounts. This product, coupled with
certificates of deposit, NOW accounts, savings accounts, Internet banking, free checking, debit cards and overdraft
protection, gives the customer a full complement of deposit products at competitive rates.

Expand Revenue Sources. In order to provide service to its customers and to augment revenues, the
Company offers brokerage services through BSC, a full-service brokerage company. BSC offers a complete array
of investment options including stocks, bonds, mutual funds, financial and retirement planning, tax advantaged
investments and asset allocations. BSC offers securities through Southwest Securities, a Texas-based independent
clearing firm and is licensed and regulated through the National Association of Securities Dealers, the Securities and
Exchange Commission and various state and federal banking authorities. The Company's Trust Department offers
complete trust services, including estate administration and custody, trust and asset management services.
Management believes that an aging affluent population will foster an increase in the need for professional estate
administration services. The maturing of the baby boomer generation is creating a market for asset management
services. The Trust Department is in a unique position since there is little competition for trust services in the
Company's markets. Because of the Company's strong presence in its markets, management believes that banking
relationships can be leveraged into growth for the Trust Department. In 2003, Trust Department assets under
management increased $20.3 million, or 71%. Growth in trust assets and corresponding management fees will result
from expanding estate administration, traditional trust services, asset management services and custodial services in
the Company's markets. '

Improve Operating Efficiencies. In order to control overhead expenses, the Company seeks to provide a
full range of services as effectively as possible. Through BSC, the Company is able to provide its customers with
full brokerage services without having to carry the entire cost itself due to a shared cost agreement with other banks.
Similarly, the Company enjoys the compliance and loan review functions provided by IBS on a shared cost basis
with a group of other banks participating in this arrangement. The Company has spent the last ten years and
considerable revenue expanding its market and improving the delivery of its financial products, which has resulted
in a higher than desired efficiency ratio. Beginning with the acquisition of the Deport Bank in 1992, the Company
has added ten locations. As a result, it has taken longer for the Company to achieve the desired economies of scale,
but with its growth rate, those economies are beginning to be realized and the efficiency ratio is expected to show
improving trends in the future. The Company has the support staff and related fixed asset investments to
accommodate additional growth and enjoy additional economies of scale.

Training.  An effective training program is critical to the Company’s success. The rapid growth
experienced by the Company, changes in technology, changes in bank regulations, and staff development all
contribute to the need for a strong training program. To this end, the Human Resource Manager has developed a
formalized training program that focuses on technology, compliance, and operations. In addition, more programs
are scheduled to come online in 2004 that target the heart of the Company’s business sales and service.

Competition

The banking business is highly competitive, and the profitability of the Company depends principally on
the Company's ability to compete in the market areas in which its banking operations are located. The Company
competes with other commercial banks, savings banks, savings and loan associations, credit unions, finance
companies, mutual funds, insurance companies, brokerage and investment banking firms, asset-based non-bank
lenders and certain other non-financial entities, including retail stores which may maintain their own credit programs
and certain’ governmental organizations which may offer more favorable financing than the Company. The
Company has been able to compete effectively with other financial institutions by emphasizing customer service,
technology and local office decision-making, by establishing long-term customer relationships and building
customer loyalty, and by providing products and services designed to address the specific needs of its customers.
Competition from both financial and non-financial institutions is expected to continue.

Under the Gramm-Leach-Bliley Act, effective March 11, 2000, securities firms and insurance companies
that elect to become financial holding companies may acquire banks and other financial institutions. See "-



Supervision and Regulation — The Company". The financial services industry is also likely to become even more
competitive as further technological advances enable more companies to provide financial services. These
technological advances may diminish the importance of depository institutions and other financial intermediaries in
the transfer of funds between parties.

Leveraged Lease Transactions

In a series of transactions in 1992, 1994 and 1995, Guaranty Leasing acquired limited partnership interests
in three different partnerships (collectively, the “Partnerships” or individually, a “Partnership”) engaged in the
equipment leasing business. The investments were structured by TransCapital Corporation (“TransCapital™) through
various subsidiaries and controlled partnerships.

Generally, in each of the transactions the Partnership became the lessee of equipment from an equipment
owner (pursuant to a sale and leaseback transaction) and the sublessor of the equipment to the equipment user. Each
Partnership receives note payments from the equipment owner under a purchase money note given to purchase the
equipment from that Partnership. The Partnership makes lease payments to the equipment owner pursuant to the
master lease of the equipment. In most instances, payments under the purchase money note equals lease payments
under the master lease. Rental payments from the equipment used under these equipment subleases were sold in
advance subject to existing liens for purchase of the equipment. '

The Partnership incurs a tax loss while the master lease/sublease structure is in place, primarily because
deductions for rentals paid under the master lease exceed taxable interest income under the purchase money note.
Consequently, Guaranty Leasing has reported tax losses as a result of its investments in the Partnerships, which were
deductible by the Company. In November 1998, Guaranty Leasing was informed by the Internal Revenue Service
(the “Service”) that it has taken the position that certain losses taken by one of the three Partnerships during 1994,
1995 and 1996 of $302,000, $410,000 and $447,000, respectively, would be disallowed. In October 2001, Guaranty
Leasing was informed by the Service that it has taken the position that certain losses taken by that Partnership during
1997 of $487,000 would also be disaliowed. In September 2002, the Company received from the Service a Notice
of Final Partnership Administrative Adjustment disallowing these deductions. Based upon the advice of counsel, the
Company believes that it has correctly reported these transactions for tax purposes and that it has obtained
appropriate legal, accounting and appraisal opinions and authority to support its positions. The Company recorded
and expensed the tax affect of the disallowed deductions in 2002. On February 3, 2003, the Company filed a
petition to begin the process to litigate the matter in the United States District Court for the Eastern District of Texas
the (“Texas. Court”). On August 5, 2003, the Texas Court issued a Docket Control Order establishing a court
timeline and a final Pretrial Conference for April 5, 2004. On October 17, 2003, the Government filed a Motion to
Transfer Venue from the Texas Court to the United States District Court for the Eastern District for Virginia, (the
“Virginia Court”). On November 25, 2003, the Government filed a Motion to Stay Proceedings. On December 18,
2003, the Texas Court issued an Order to Stay Proceedings pending the Court’s ruling on the Government’s Motion
to Transfer Venue. Any final determination with respect to the Partnership will be binding on the Company. In
addition to the ongoing litigation regarding the Partnership, the Service is currently in the process of examining the
tax deductions taken for the other two Partnerships. No determination has been made regarding the disallowance of
similar deductions for these other two Partnerships. Should the Service ultimately disallow the related tax
deductions taken during the remaining years of the above partnership as well as the other two Partnerships, the
Company will be required to recognize an additional maximum tax liability of approximately $3.9 million plus
possible penalty and interest. The Company is actively contesting the position of the Service in connection with this
matter, and will take appropriate steps necessary to protect its legal position.

During the year ended December 31, 2000, Guaranty Leasing acquired for approximately $2.8 million, a
2.5% ownership interest in an Aircraft Finance Trust (“AFT”), a special purpose business trust formed to acquire,
finance, refinance, own, lease, sublease, sell and maintain aircraft. AFT was created by General Electric Capital
Corporation, and is a financing transaction through which airlines lease aircraft. AFT is a business trust formed in
1999 under the laws of the state of Delaware, and it leases aircraft to airlines around the world. The senior notes
issued to AFT are rated AA by Standard and Poors and the notes are secured by the cash flow from the aircraft
leases. The notes mature in 2024.




During the fourth quarter of 2001, on belief that the Company’s investment in AFT was impaired by
declines in air travel and reduced demand for commercial aircraft, an impairment charge of $1.5 million was
recorded and the carrying amount of the investment was reduced to $1.6 million. During the third quarter of 2001,
AFT recorded an impairment charge of $18.2 million related to two airplanes. In addition, management received
indications the appraised value of AFT’s fleet of airplanes had declined approximately 9% from their value during
2003. Based on these factors, the limited marketability of the investment, the uncertainty surrounding the air
transport industry and general economic conditions, management believed that the value of its investment in AFT
was permanently impaired and in 2003 recorded an impairment charge of $113,000.

Employees

As of December 31, 2003, the Company had 211 full-time employees and 30 part-time employees, 86 of
whom were officers of the Bank. All employees are non-union employees. The Company provides medical and
hospitalization 'insurance to its full-time employees. The Company considers its relations with employees to be
excellent.

Supervision and Regulation

‘ The supervision and regulation of bank holding companies and their subsidiaries is intended primarily for
the protection of depositors, the deposit insurance funds of the Federal Deposit Insurance Corporation ("FDIC") and
the banking system as a whole, and not for the protection of the bank holding company shareholders or creditors.
The banking agencies have broad enforcement power over bank holding companies and banks including the power
to impose substantial fines and other penaities for violations of laws and regulations.

The following description summarizes some of the laws to which the Company and the Bank are subject.
References herein to applicable statutes and regulaticns are brief summaries thereof, do not purport to be complete,
and are qualified in their entirety by reference to such statutes and regulations.

The Company. The Company is a bank holding company registered under the Bank Holding Company
Act of 1956, as amended (the "BHC Act"), and it is subject to supervision, regulation and examination by the Board
of Governors of the Federal Reserve System ("Federal Reserve"”). The BHC Act and other federal laws subject bank
holding companies to particular restrictions on the types of activities in which they may engage, and to a range of
supervisory requirements and activities, including regulatory enforcement actions for violations of laws and
regulations.

Regulatory Restrictions on Dividends,; Source of Strength. It is the policy of the Federal Reserve that bank
holding companies should pay cash dividends on common stock only out of income available over the past year and
only if prospective earnings retention is consistent with the organization's expected future needs and financial
condition. The policy provides that bank holding companies should not maintain a level of cash dividends that
undermines the bank holding company's ability to serve as a source of strength to its banking subsidiaries.

Under Federal Reserve policy, a bank holding company is expected to act as a source of financial strength
to each of its banking subsidiaries and commit resources to their support. Such support may be required at times
when, absent this Federal Reserve policy, a holding company may not be inclined to provide it. As discussed below,
a bank holding company in certain circumstances could be requited to guarantee the capital plan of an
undercapitalized banking subsidiary.

In the event of a bank holding company's bankruptcy under Chapter 11 of the U.S. Bankruptcy Code, the
trustee will be deemed to have assumed and is required to cure immediately any deficit under any commitment by
the debtor holding company to any of the federal banking agencies to maintain the capital of an insured depository
institution, and any claim for breach of such obligation will generally have priority over most other unsecured
claims.

Financial Modernization. On October 26, 2001, President Bush signed the USA Patriot Act of 2001.
Enacted in response to the terrorist attacks in New York, Pennsylvania and Washington, D.C. on September 11,
2001, the Patriot Act is intended to strengthen U.S. law enforcement’s and the intelligence communities’ ability to



work cohesively to combat terrorism on a variety of fronts. The potential impact of the Act on financial institutions
of all kinds is significant and wide ranging. The Act contains sweeping anti-money laundering and financial
transparency laws and requires various regulations, including:

o due diligence requirements for financial institutions that administer, maintain or manage private
bank accounts or correspondent accounts for non-U.S. persons;

e standards for verifying customer identification at account opening;

¢ rules to promote cooperation among financial institutions, regulators, and law enforcement entities
in identifying parties that may be involved in terrorism or money laundering;

¢ reports by non-financial trades and businesses filed with the Treasury Department’s Financial
Crimes Enforcement Network for transactions exceeding $10,000; and,

 filing of suspicious activities reports regarding securities by brokers and dealers if they believe a
customer may be violating U.S. laws and regulations.

Under the Financial Services Modernization Act, federal banking regulators adopted rules that limit the
ability of banks and other financial institutions to disclose non-public information about consumers to nonaffiliated
third parties. Pursuant to the rules, financial institutions must provide:

e initial notices to customers about their privacy policies, describing the conditions under which
they may disclose non-public personal information to nonaffiliated third parties and affiliates;

e annual notices of their privacy policies to current customers; and,
e areasonable method for customers to “opt out” of disclosures to nonaffiliated third parties.

O
These privacy provisions will affect how customer information is transmitted through diversified financial

companies and conveyed to outside vendors. Management believes the privacy positions have not had a material
adverse effect on the Company’s financial condition or results of operations.

Safe and Sound Banking Practices. Bank holding companies are not permitted to engage in unsafe and
unsound banking practices. The Federal Reserve's Regulation Y, for example, generally requires a holding company
_ to give the Federal Reserve prior notice of any redemption or repurchase of its own equity securities, if the

consideration to be paid, together with the consideration paid for any repurchases or redemptions in the preceding
year, is equal to 10% or more of the company's consolidated net worth. The Federal Reserve may oppose the
transaction if it believes that the transaction would constitute an unsafe or unsound practice or would violate any law
or regulation. Depending upon the circumstances, the Federal Reserve could take the position that paying a dividend
would constitute an unsafe or unsound banking practice.

The Federal Reserve has broad authority to prohibit activities of bank holding companies and their non-
banking subsidiaries which represent unsafe and unsound banking practices or which constitute violations of laws or
regulations, and can assess civil money penalties for certain activities conducted on a knowing and reckless basis, if
those activities caused a substantial loss to a depository institution. The penalties can be as high as $1.0 million for
each day the activity continues,

Anti-Tying Restrictions. Bank holding companies and their affiliates are prohibited from tying the provision
of certain services, such as extensions of credit, to other services offered by a holding company or its affiliates.

Capital Adequacy Reguirements. The Federal Reserve has adopted a system using risk-based capital
guidelines to evaluate the capital adequacy of bank holding companies. Under the guidelines, specific categories of
assets are assigned different risk weights, based generally on the perceived credit risk of the asset. These risk
weights are multiplied by corresponding asset balances to determine a "risk-weighted” asset base. The guidelines




require a minimum total risk-based capital ratio of 8.0% (of which at least 4.0% is required to consist of Tier 1
capital elements). Total capital is the sum of Tier 1 and Tier 2 capital. As of December 31, 2003, the Company's
ratio of Tier 1 capital to total risk-weighted assets was 12.10% and its ratio of total capital to total risk-weighted
assets was 13.18%. See "Management's Discussion and Analysis of Financial Condition and Results of
Operations", ‘

In addition to the risk-based capital guidelines, the Federal Reserve uses a leverage ratio as an additional
tool to evaluate the capital adequacy of bank holding companies. The leverage ratio is a company's Tier 1 capital
divided by its average total consolidated assets. Certain highly rated bank holding companies may maintain a
minimum leverage ratio of 3.0%, but other bank holding companies may be required to maintain a leverage ratio of

up to 200 basis points above the regulatory minimum. As of December 31, 2003, the Company's leverage ratio was
8.32%.

The federal banking agencies' risk-based and leverage ratios are minimum supervisory ratios generally
applicable to banking organizations that meet certain specified criteria, assuming that they have the highest
regulatory rating. Banking organizations not meeting these criteria are expected to operate with capital positions
well above the minimum ratios. The federal bank regulatory agencies may set capital requirements for a particular
banking organization that are higher than the minimum ratios when circumstances warrant. Federal Reserve
guidelines also provide that banking organizations experiencing internal growth or making acquisitions will be
expected to maintain strong capital positions substantially above the minimum supervisory levels, without
significant reliance on intangible assets.

Imposition of Liability for Undercapitalized Subsidiaries. Bank regulators are required to take "prompt
corrective action" to resolve problems associated with insured depository institutions whose capital declines below
certain levels. In the event an institution becomes "undercapitalized,” it must submit a capital restoration plan. The
capital restoration plan will not be accepted by the regulators unless each company having control of the
undercapitalized institution guarantees the subsidiary’s compliance with the capital restoration plan up to a certain
specified amount. Any such guarantee from a depository institution's holding company is entitled to a priority of
payment in bankruptcy.

The aggregate liability of the holding company of an undercapitalized bank is limited to the lesser of 5% of
the institution's assets at the time it became undercapitalized or the amount necessary to cause the institution to be
"adequately capitalized." The bank regulators have greater power in situations where an institution becomes
"significantly" or "critically" undercapitalized or fails to submit a capital restoration plan. For example, a bank
holding company controlling such an institution can be required to obtain prior Federal Reserve approval of

proposed dividends, or might be required to consent to a consolidation or to divest the troubled institution or other
affiliates.

Acquisitions by Bank Holding Companies. The BHC Act requires every bank holding company to obtain
the prior approval of the Federal Reserve before it may acquire all or substantially all of the assets of any bank, or
ownership or control of any voting shares of any bank, if after such acquisition it would own or control, directly or
indirectly, more than 5% of the voting shares of such bank. In approving bank acquisitions by bank holding
companies, the Federal Reserve is required to consider the financial and managerial resources and future prospects
of the bank holding company and the banks concerned, the convenience and needs of the communities to be served,
and various competitive factors.

Control Acquisitions. The Change in Bank Control Act prohibits a person or group of persons from
acquiring "control" of a bank holding company unless the Federal Reserve has been notified and has not objected to
the transaction. Under a rebuttable presumption established by the Federal Reserve, the acquisition of 10% or more
of a class of voting stock of a bank holding company with a class of securities registered under Section 12 of the
Exchange Act, such as the Company, would, under the circumstances set forth in the presumption, constitute
acquisition of control of the Company.

In addition, any company is required to obtain the approval of the Federal Reserve under the BHC Act
before acquiring 25% (5% in the case of an acquirer that is .2 bank holding company) or more of the outstanding
Common Stock of the Company, or otherwise obtaining control or a "controlling influence" over the Company.



The Bank. The Bank is a Texas-chartered banking association, the deposits of which are insured by the
Bank Insurance Fund ("BIF") of the FDIC. The Bank is not a member of the Federal Reserve System; therefore, the
Bank is subject to supervision and regulation by the FDIC and the Texas Department of Banking ("TDB"). Such
supervision and regulation subjects the Bank to special restrictions, requirements, potential enforcement actions and
periodic examination by the FDIC and the TDB. Because the Federal Reserve regulates the bank holding company
parent of the Bank, the Federal Reserve also has supervisory authority, which directly affects the Bank.

Eguivalence to National Bank Powers. The Texas Constitution, as amended in 1986, provides that a Texas-
chartered bank has the same rights and privileges that are or may be granted to national banks domiciled in Texas.
To the extent that the Texas laws and regulations may have allowed state-chartered banks to engage in a broader
range of activities than national banks, the FDICIA has operated to limit this authority. FDICIA provides that no
state bank or subsidiary thereof may engage as principal in any activity not permitted for national banks, unless the
institution complies with applicable capital requirements and the FDIC determines that the activity poses no
significant risk to the insurance fund. In general, statutory restrictions on the activities of banks are aimed at
protecting the safety and soundness of depository institutions.

Financial Modernization. Under the Gramm-Leach-Bliley Act, a national bank may establish a financial
subsidiary and engage, subject to limitations on investment, in activities that are financial in nature, other than
insurance underwriting as principal, insurance company portfolio investment, real estate development, real estate
investment and annuity issuance. To do so, a bank must be well capitalized, well managed and have a CRA rating
of satisfactory or better. Subsidiary banks of a bank holding company or national banks with financial subsidiaries
must remain well capitalized and well managed in order to continue to engage in activities that are financial in
nature without regulatory actions or restrictions, which could include divestiture of the financial subsidiary or
subsidiaries. In addition, a bank holding company or a bank may not acquire a company that is engaged in activities
that are financial in nature unless each of the subsidiary banks of the bank holding company or the bank has a CRA
rating of satisfactory or better.

Although the powers of state-chartered banks with respect to engaging in financial activities are not
specifically addressed in the Gramm-Leach-Bliley Act, state banks, such as the Bank, will have the same if not
greater powers as national banks through the parity provision contained in the Texas Constitution.

Branching. Texas law provides that a Texas-chartered bank can establish a branch anywhere in Texas
provided that the branch is approved in advance by the TDB. The branch must also be approved by the FDIC,
which considers a number of factors, including financial history, capital adequacy, earnings prospects, character of
management, needs of the community and consistency with corporate powers.

Restrictions on Transactions With Affiliates and Insiders. Transactions between the Bank and its
nonbanking affiliates, including the Company, are subject to Section 23A of the Federal Reserve Act. In general,
Section 23A imposes limits on the amount of such transactions, and also requires certain levels of collateral for
loans to affiliated parties. It also limits the amount of advances to third parties, which are collateralized by the
securities or obligations of the Company or its subsidiaries.

Affiliate transactions are also subject to Section 23B of the Federal Reserve Act which generally requires
that certain transactions between the Bank and its affiliates be on terms substantially the same, or at least as
favorable to the Bank, as those prevailing at the time for comparable transactions with or involving other
nonaffiliated persons. The Federal Reserve has also issued Regulation W which codifies prior regulations under
Section 23A and 23B of the Federal Reserve Act and interpretive guidance with respect to affiliate transactions.

The restrictions on loans to directors, executive officers, principal shareholders and their related interests
(collectively referred to herein as "insiders”) contained in the Federal Reserve Act and Regulation O apply to all
insured institutions and their subsidiaries and holding companies. These restrictions include limits on loans to one
borrower and conditions that must be met before such a loan can be made. There is also an aggregate limitation on
all loans to insiders and their related interests. These loans cannot exceed the institution's total unimpaired capital
and surplus, and the FDIC may determine that a lesser amount is appropriate. Insiders are subject to enforcement
actions for knowingly accepting loans in violation of applicable restrictions.




Restrictions on Distribution of Subsidiary Bank Dividends and Assets. Dividends paid by the Bank have
provided a substantial part of the Company's operating funds and it is anticipated that dividends paid by the Bank to
the Company will continue to be the Company's principal source of operating funds. Capital adequacy requirements
serve to limit the amount of dividends that may be paid by the Bank. Under federal law, the Bank cannot pay a
dividend if, after paying the dividend, the Bank will be "undercapitalized." The FDIC may declare a dividend
payment to be unsafe and unsound even though the Bank would continue to meet its capital requirements after the
dividend.

. Because the Company is a legal entity separate and distinct from its subsidiaries, its right to participate in
the distribution of assets of any subsidiary upon the subsidiary's liquidation or reorganization will be subject to the
prior claims of the subsidiary's creditors. In the event of a liquidation or other resolution of an insured depository
institution, the claims of depositors and other general or subordinated creditors are entitled to a priority of payment
over the claims of holders of any obligation of the institution to its shareholders, including any depository institution
holding company (such as the Company) or any shareholder or creditor thereof.

Examinations. The FDIC periodically examines and evaluates insured banks. Based upon such an
evaluation, the FDIC may revalue the assets of the institution and require that it establish specific reserves to
compensate for the difference between the FDIC-determined value and the book value of such assets. The TDB also
conducts examinations of state banks but may accept the results of a federal examination in lieu of conducting an
independent examination.

~ Audit Reports. Insured institutions with total assets of $500 million or more must submit annual audit
reports prepared by independent auditors to federal and state regulators. In some instances, the audit report of the
institution's holding company can be used to satisfy this requirement. Auditors must receive examination reports,
supervisory agreements and reports of enforcement actions. In addition, financial statements prepared in accordance
with accounting principles generally accepted in the United States of America, management's certifications
concerning responsibility for the financial statements, internal controls and compliance with legal requirements
designated by the FDIC, and an attestation by the auditor regarding the statements of management relating to the
internal controls must be submitted. For institutions with total assets of more than $3 billion, independent auditors
may be required to review quarterly financial statements. FDICIA requires that independent audit committees be
formed, consisting of outside directors only. The committees of such institutions must include members with
experience in banking or financial management, must have access to outside counsel, and must not include
representatives of large customers.

Capital Adequacy Requirements. The FDIC has adopted regulations establishing minimum requirements
for the capital adequacy of insured institutions. The FDIC may establish higher minimum requirements if, for
example, a bank has previously received special attention or has a high susceptibility to interest rate risk.

The FDIC's risk-based capital guidelines generally require state banks to have a minimum ratio of Tier 1
capital to total risk-weighted assets of 4.0% and a ratio of total capital to total risk-weighted assets of 8.0%. The
capital categories have the same definitions for the Bank as for the Company. As of December 31, 2003, the Bank's
ratio of Tier 1 capital to total risk-weighted assets was 11.72% and its ratio of total capital to total risk-weighted
assets was 12.81%. See "Management's Discussion and Analysis of Financial Condition and Results of
Operations".

The FDIC's leverage guidelines require state banks to maintain Tier | capital of no less than 5.0% of
average total assets, except in the case of certain highly rated banks for which the requirement is 3.0% of average
total assets. The TDB has issued a policy, which generally requires state chartered banks to maintain a leverage ratio
(defined in accordance with federal capital guidelines) of 6.0%. As of December 31, 2003, the Bank's ratio of Tier 1
capital to average total assets (leverage ratio) was 8.05%. See '"Management's Discussion and Analysis of
Financial Condition and Results of Operations".

Corrective Measures for Capital Deficiencies. The federal banking regulators are required to take "prompt
corrective action” with respect to capital-deficient institutions. Agency regulations define, for each capital category,
the levels at which institutions are "well capitalized," "adequately capitalized," "undercapitalized," "significantly
under capitalized" and "critically under capitalized." A "well capitalized" bank has a total risk-based capital ratio of
10.0% or higher; a Tier 1 risk-based capital ratio of 6.0% or higher; a leverage ratio of 5.0% or higher; and is not
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subject to any written agreement, order or directive requiring it to maintain a specific capital level for any capital
measure. An "adequately capitalized" bank has a total risk based capital ratio of 8.0% or higher; a Tier 1 risk-based
capital ratio of 4.0% or higher; a leverage ratio of 4.0% or higher (3.0% or higher if the bank was rated a composite
1 in its most recent examination report and is not experiencing significant growth); and does not meet the criteria for
a well capitalized bank. A bank is "under capitalized" if it fails to meet any one of the ratios required to be
adequately capitalized.

In addition to requiring undercapitalized institutions to submit a capital restoration plan, agency regulations
contain broad restrictions on certain activities of undercapitalized institutions including asset growth, acquisitions,
branch establishment, and expansion into new lines of business. With certain exceptions, an insured depository
institution is prohibited from making capital distributions, including dividends, and is prohibited from paying
management fees to control persons if the institution would be undercapitalized after any such distribution or
payment. ‘

As an institution's capital decreases, the FDIC's enforcement powers become more severe. A significantly
undercapitalized institution is subject to mandated capital raising activities, restrictions on interest rates paid and
transactions with affiliates, removal of management, and other restrictions. The FDIC has only very limited
discretion in dealing with a critically undercapitalized institution and is virtually required to appoint a receiver or
conservator.

Banks with risk-based capital and leverage ratios below the required minimums may also be subject to
certain administrative actions, including the termination of deposit insurance upon notice and hearing, or a
temporary suspension of insurance without a hearing in the event the institution has no tangible capital.

Management believes that the Company meets all capital adequacy requirements to which it is subject at
December 31, 2003. The Bank's capital ratios exceeded the minimum requirements for "well capitalized” institutions
under the regulatory framework for prompt corrective action at December 31, 2003. As a result, the Company does
not believe that FDICIA's prompt corrective action regulations will have any material effect on the activities or
operations of the Bank. It should be noted, however, that a bank's capital category is determined solely for the
purpose of applying the FDIC's "prompt corrective action” regulations and that the capital category may not
constitute an accurate representation of the Bank's overall financial condition or prospects.

Deposit Insurance Assessments. The Bank must pay assessments to the FDIC for federal deposit insurance
protection. The FDIC has adopted a risk-based assessment system as required by FDICIA. Under this system, FDIC-
insured depository institutions pay insurance premiums at rates based on their risk classification. Institutions
assigned to higher-risk classifications (that is, institutions that pose a greater risk of loss to their respective deposit
insurance funds) pay assessments at higher rates than institutions that pose a lower risk. An institution's risk
classification is assigned based on its capital levels and the level of supervisory concern the institution poses to the
regulators. In addition, the FDIC can impose special assessments in certain instances. The current range of BIF
assessments is between 0% and 0.27% of deposits.

The FDIC established a process for raising or lowering all rates for insured institutions semi-annually if
conditions warrant a change. Under this new system, the FDIC has the flexibility to adjust the assessment rate
schedule twice a year without seeking prior public comment, but only within a range of five cents per $100 above or
below the premium schedule adopted. Changes in the rate schedule outside the five-cent range above or below the
current schedule can be made by the FDIC only after a full rulemaking with opportunity for public comment.

On September 30, 1996, President Clinton signed into law an act that contained a comprehensive approach
to recapitalize the Savings Association Insurance Fund (“SAIF”) and assure the payment of the Financing
Corporation's ("FICO") bond obligations. Under this new act, banks insured under the BIF are required to pay a
portion of the interest due on bonds that were issued by FICO to help shore up the ailing Federal Savings and Loan
Insurance Corporation in 1987. The FDIC also applies an assessment against BIF-assessable deposits to be paid to
the Financing Corporation (“FICO”) to assist in paying interest of FICO bonds, which financed the resolution of the
thrift industry crisis. The FICO assessment on BIF-insured deposits was approximately 1.52 basis points for the
fourth quarter 2003. The FICO assessment rate is adjusted quarterly.




Enforcement Powers. The FDIC and the other federal banking agencies have broad enforcement powers,
including the power to terminate deposit insurance, impose substantial fines and other ¢ivil and criminal penalties
and appoint a conservator or receiver. Failure to comply with applicable laws, regulations and supervisory
agreements could subject the Company or its banking subsidiaries, as well as officers, directors and other institution-
affiliated parties of these organizations, to administrative sanctions and potentially substantial civil money penalties.
The appropriate federal banking agency may appoint the FDIC as conservator or receiver for a banking institution
(or the FDIC may appoint itself, under certain circumstances) if any one or more of a number of circumstances exist,
including, without limitation, the fact that the banking institution is undercapitalized and has no reasonable prospect
of becoming adequately capitalized; fails to become adequately capitalized when required to do so; fails to submit a
timely and acceptable capital restoration plan; or materially fails to implement an accepted capital restoration plan.
The TDB also has broad enforcement powers over the Bank, including the power to impose orders, remove officers
and directors, impose fines and appoint supervisors and conservators.

Brokered Deposit Restrictions. Adequately capitalized institutions cannot accept, renew or roll over
brokered deposits except with a waiver from the FDIC, and are subject to restrictions on the interest rates that can be
paid on such deposits. Undercapitalized institutions may not accept, renew or roll over brokered deposits.

Cross-Guarantee Provisions. The Financial Institutions Reform, Recovery and Enforcement Act of 1989
("FIRREA") contains a "cross-guarantee" provision which generally makes commonly controlled insured depository
institutions liable to the FDIC for any losses incurred in connection with the failure of a commonly controlled
depository institution.

Community Reinvestment Act. The CRA and the regulations issued thereunder are intended to encourage
banks to help meet the credit needs of their service area, including low and moderate income neighborhoods,
consistent with the safe and sound operations of the banks. These regulations also provide for regulatory assessment
of a bank's record in meeting the needs of its service area when considering applications to establish branches,
merger applications and applications to acquire the assets and assume the liabilities of another bank. FIRREA
requires federal banking agencies to make public a rating of a bank's performance under the CRA. In the case of a
bank holding company, the CRA performance record of the banks involved in the transaction are reviewed in
connection with the filing of an application to acquire ownership or control of shares or assets of a bank or to merge
with any other bank holding company. An unsatisfactory {ecord can substantially delay or block the transaction.

Consumer Laws and Regulations. In addition to the laws and regulations discussed herein, the Bank is also
subject to certain consumer laws and regulations that are designed to protect consumers in transactions with banks.
While the list set forth herein is not exhaustive, these laws and regulations include the Truth in Lending Act, the
Truth in Savings Act, the Electronic Funds Transfer Act, the Expedited Funds Availability Act, the Equal Credit
Opportunity Act, and the Fair Housing Act, among others. These laws and regulations mandate certain disclosure
requirements and regulate the manner in which financial institutions must deal with customers when taking deposits
or making loans to such customers. The Bank must comply with the applicable provisions of these consumer
protection laws and regulations as part of their ongoing customer relations.

Instability of Regulatory Structure, Various legislation, such as the Gramm-Leach-Bliley Act, which
expanded the powers of banking institutions and bank holding companies, and proposals to overhaul the bank
regulatory system and limit the investments that a depository institution may make with insured funds, is from time
to time introduced in Congress. Such legislation may change banking statutes and the operating environment of the
Company and the Bank in substantial and unpredictable ways. The Company cannot determine the ultimate effect
that the Gramm-Leach-Bliley Act will have or the effect that potential legislation, if enacted, or implementing
regulations with respect thereto, would have, upon the financial condition or results of operations of the Company or
its subsidiaries. .

Expanding Enforcement Authority., One of the major additional burdens imposed on the banking industry
by FDICIA is the increased ability of banking regulators to monitor the activities of banks and their holding
companies. In addition, the Federal Reserve and FDIC possess extensive authority to police unsafe or unsound
practices and violations of applicable laws and regulations by depository institutions and their holding companies.
For example, the FDIC may terminate the deposit insurance of any institution, which it determines has engaged in
an unsafe or unsound practice. The agencies can also assess civil money penalties, issue cease and desist or removal
orders, seek injunctions, and publicly disclose such actions. FDICIA, FIRREA and other laws have expanded the
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agencies' authority in recent years, and the agencies have not yet fully tested the limits of their powers.

Effect on Economic Environment. The policies of regulatory authorities, including the monetary policy of
the Federal Reserve, have a significant effect on the operating results of bank holding companies and their
subsidiaries. Among the means available to the Federal Reserve to affect the money supply are open market
operations in U.S. Government securities, changes in the discount rate on member bank borrowings, and changes in
reserve requirements against member bank deposits, These means are used in varying combinations to influence
overall growth and distribution of bank loans, investments and deposits, and their use may affect interest rates
charged on loans or paid for deposits.

Federal Reserve monetary policies have materially affected the operating results of commercial banks in
the past and are expected to continue to do so in the future. The nature of future monetary policies and the effect of
such policies on the business and earnings of the Company and the Bank cannot be predicted.

Item 2. Properties

The Company conducts business at eleven banking locations, with two located in Mount Pleasant, eight
located in the Northeast Texas communities of Bogata, Commerce, Deport, Paris, Pittsburg, Sulphur Springs, Talco,
Texarkana and one located in the West Texas community of Fort Stockton. The Company's headquarters are located
at 100 West Arkansas in Mount Pleasant in a two-story office building. The Company owns all of its locations and
considers the properties to be suitable and adequate for the Company’s present needs. The following table sets forth
specific information on each of the Company's locations:

Location Address Deposits at
December 31, 2003

(Dollars in thousands)

Bogata 110 Halesboro Street, Bogata, Texas 75417 $ 14,925
Commerce 1108 Park Street, Commerce, Texas 75429 30,217
Deport 111 Main Street, Deport, Texas 75435 18,475
Fort Stockton #1 Spring Drive, Fort Stockton, Texas 79735 673
Mount Pleasant-Downtown 100 West Arkansas, Mount Pleasant, Texas 75455 154,143
Mount Pleasant-South 2317 South Jefferson, Mount Pleasant, Texas 75455 4,734
Paris 3250 Lamar Avenue, Paris, Texas 75460 64,604
Pittsburg 116 South Greer Blvd., Pittsburg, Texas 75686 20,776
Sulphur Springs 919 Gilmer Street, Sulphur Springs, Texas 75482 63,305
Talco 104 Broad Street, Talco, Texas 75487 13,919
Texarkana 2202 St. Michael Drive, Texarkana, Texas 75503 22,076

' Location offers loans and time deposits only.

Item 3. Legal Proceedings

The Company faces ordinary routine litigation arising in the normal course of business. In the opinion of
management, liabilities (if any) arising from such claims will not have a material adverse effect upon the business,
results of operations or financial condition of the Company.
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In March 2000, the Company filed an action in the District Court of Titus County, Texas against Guaranty
Federal Bank, F.S.B., (“Guaranty Federal”) a thrift institution, after the Company discovered that Guaranty Federal
was using the name, “Guaranty Bank”, in its business dealings. The case sought a declaratory judgment that the
Company has the sole right to the name “Guaranty Bank”. In November 2001, a settlement was reached. In
exchange for $3.0 million, the Company dropped the lawsuit against Guaranty Federal and the Company agreed to
change its name by December 31, 2002. At December 31, 2001, the financial statements of the Company reflect the
effect of this settlement. In October 2002, the Bank officially changed its name to Guaranty Bond Bank.

In November 1998, Guaranty Leasing was informed by the Internal Revenue Service (the “Service™) that it
has taken the position that certain losses taken by one of the three Partnerships during 1994, 1995 and 1996 of
$302,000, $410,000 and $447,000, respectively, would be disallowed. In October 2001, the Service informed
Guaranty Leasing that it has taken the position that certain losses taken by that Partnership during 1997 of $487,000
would also be disallowed. In September 2002, the Company received from the Service a Notice of Final Partnership
* Administrative Adjustment disallowing these deductions. Based upon the advice of counsel, the Company believes
that it has correctly reported these transactions for tax purposes and that it has obtained appropriate legal, accounting
and appraisal opinions and authority to support its positions. The Company has recorded and expensed the tax affect
of the disallowed deductions. On February 3, 2003, the Company filed a petition to begin the process to litigate the
matter in the United States District Court for the Eastern District of Texas the (“Texas Court”). On August 5, 2003,
the Texas Court issued a Docket Control Order establishing a court timeline and a final Pretrial Conference for April
5, 2004. On October 17, 2003, the Government filed a Motion to Transfer Venue from the Texas Court to the
United States District Court for the Eastern District for Virginia, (the “Virginia Court”). On November 25, 2003,
the Government filed a Motion to Stay Proceedings. On December 18, 2003, the Texas Court issued an Order to
Stay Proceedings pending the Court’s ruling on the Government’s Motion to Transfer Venue. Any final
determination with respect to the Partnership will be binding on the Company. In addition to the ongoing litigation
regarding the Partnership, the Service is currently in the process of examining the tax deductions taken for the other
two Partnerships. No determination has been made regarding the disallowance of similar deductions for these other
two Partnerships. Should the Service ultimately disallow the related tax deductions taken during the remaining
years of the above partnership as well as the other two partnerships, the Company will be required to recognize an
additional maximum tax liability of approximately $3.9 million plus possible penalty and interest. The Company is
actively contesting the position of the Service in connection with this matter, and will take appropriate steps
necessary to protect its legal position.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the fourth quarter of 2003.
PARTII
Item S. Market for Registrant's Common Equity and Related Shareholder Matters

The Common Stock began trading on May 21, 1998 and is listed on the Nasdaq National Market System
("Nasdag NMS") under the symbol "GNTY". Prior to that date, the Company's Common Stock was privately held
and not listed on any public exchange or actively traded. The Company had a total of 2,921,928 shares outstanding
at December 31, 2003. As of December 31, 2003, there were 371 registered shareholders of record. The number of

beneficial shareholders is unknown to the Company at this time.

The following table presents the high and low Common Stock prices reported on the Nasdaq NMS by
quarter during the two years ended December 31, 2003:

2003 2002
High Low High Low
Fourth quarter $ 22.00 $ 17.78 $ 16.25 $ 14.00
Third quarter 18.15 16.40 15.00 13.07
Second quarter 16.59 14.90 15.15 13.00
First quarter 16.40 15.64 13.25 12.26
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Holders of Common Stock are entitled to receive dividends when, as and if declared by the Company's
Board of Directors out of funds legally available therefore. While the Company has declared dividends on its
Common Stock since 1980, and paid semi-annual dividends aggregating $0.37 per share per annum in 2003, there is
no assurance that the Company will continue to pay dividends in the future.

The principal source of cash revenues to the Company is dividends paid by the Bank with respect to the
Bank's capital stock. There are certain restrictions on the payment of such dividends imposed by federal and state
banking laws, regulations and authorities. See "Management's Discussion and Analysis of Financial Condition
and Results of Operations’ and '"Supervision and Regulation ~ "The Bank".

The Company’s cash dividends paid per share by quarter were as follows:

2003 2002 2001
Fourth quarter $§ 020 s o7 $0.15
Third quarter - - -
Second quarter .17 0.15 0.13

First quarter - - -

Securities Authorized for Issuance Under Equity Compensation Plans

The Company currently has stock options outstanding. The options were granted under the Company’s
1998 Stock Incentive Plan which was approved by the Company’s shareholders. The following table provides
information as of December 31, 2003 regarding the Company’s equity compensation plans under which the
Company’s equity securities are authorized for issuance:

EQUITY COMPENSATION PLAN INFORMATION

(a) (b) (¢

Number of securities
remaining available for

Plan category

Number of securities to

be issued upon exercise

of outstanding options,
wartants and rights

Weighted-average
exercise price of
outstanding options

Equity compensation plans
approved by security holders

Equity compensation plans not
approved by security holders

Total

144,500

§ 11.42

144,500

future issuance under
equity compensation
plens {excluding securities
reflected in column (8))

853,500

. ..853,500




Item 6. Selected Financial Data

Selected Consolidated Financial Data Of The Company

The following selected consolidated financial data should be read in conjunction with the Consolidated
Financial Statements of the Company and the notes thereto, appearing elsewhere in this Annual Report on Form 10-
K, and the information contained in "Item 7. Management's Discussion and Analysis of Financial Condition and

Results of Operations.”

The following table presents selected historical consolidated financial data as of and for the five years
ended December 31, 2003 and are derived from the Company's Consolidated Financial Statements, which have been

audited by independent certified public accountants.

Income Statement Data:
Interest income
Interest expense

Net interest income
Provision for loan losses

Net interest income after provision for loan losses
Noninterest income
Noninterest expense

Earnings before taxes
Provision for income tax expense

Net earnings

Common Share Data:

Net earnings (basic)

Net earnings (diluted)

Book value

Tangible book value

Cash dividends

Dividend payout ratio

Weighted average common shares outstanding-basic
(in thousends)

Weighted average common shares outstanding-diluted

' (iﬁ thousands)

Period end shares outstanding (in thousands)

Balance Sheet Data:

Total assets

Securities

Loans held for sale

Loans

Allowance for loan losses

Total deposits

Total common shareholders’ equity

As of and for the Years Ended December 31
2003 2002 2001 2000 199

(Dollars in thousands, except per share data)

A -]

$ 27,564 § 28,955 8§ 29,861 8 29,017 8 21,568

10,242 12,272 16,363 16,742 10,506

17,322 16,683 13,498 12,275 11,062

1,075 1,260 1,385 595 310

16,247 15,423 12,113 11,680 10,752

4,937 5,056 6,201 3,723 3,374

15,837 14,692 13,519 12,140 10,259

5,347 5,787 4,795 3,263 3,867

1,503 1,410 1,508 785 745

§ 3844 8 4377 § 3290 8 2,508 § 3122

$ 132§ 146 § 1.09 8 080 § 1,03
1,30 145 1.09 0.80 1,03
12,47 11.81 10.59 9.67 8.77
11,67 11.01 9.82 8.85 7.81
037 0.32 0.28 0.25 0.25
28.12% 21.73% 25.56% 30.70% 24,58%
2,923 2,991 3,016 3,126 3,045
2,953 3,013 3,027 3,133 3,045
2,922 2,932 3,004 3,044 3,22

§ 517,078 8 517968 § 460,509 § 411,031 S 370,438

99,614 106,992 81,715 81,620 79,761
1,244 5,727 1,634 172 -
364,270 359,888 329,621 287,163 255,209
3,906 3,692 3,346 2,578 2,491
407,847 424,950 383,279 358,265 328,637
36,448 34,644 31,827 29,425 28,496

(Table continues on next page.)
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Average Balance Sheet Data:
Total assets

Securities

Loans

Allowance for loan losses

Total deposits

Total common shareholders’ equity

Performance Ratios:

Return on average assets

Return on average common equity
" Net interest margin

Efficiency ratio @

Asset Quality Ratios®:

Nonperforming assets to total loans and other real estate
Net loan charge-offs to average loans

Allowance for loan losses to total loans

Allowance for loan losses to nénperforming loans

Capital Ratios @,

Leverage ratio

Average shareholders’ equity to average total assets

Tier 1 risk-based capital ratio
Total risk-based capital ratio

As of and for the Years Ended December 31

Ll
<=
2

$ 524,675
109,325
359,829

3,767
423,283
35,496

0.73%
10.83

3.63
71.75

0.90%

0.24

1.07
152.52

8.32%

6.77
12.10
13.18

2002

2001

2000

(Dollars in thousands, except per share data)

$ 490,620
91,710
342,823
3,485
403,125
33,934

0.89%
12.90

3.73
68.79

1.18%

0.27

1.01
114.87

8.62%

6.92
12.06
13.12

$

432,200
74,826
302,656
2,735
374,566

30,629

0.76%
10.74

3.46
70.10

1.87%

0.20

1.01
59.23

8.44%

7.09
1152
12.58

I Net earnings per share are based upon the weighted average number of common shares outstanding during the period.

@ Calculated by dividing total noninterest expenses by net interest income plus noninterest income, excluding

securities losses or gains.
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394,496
84,933
267,996
2,519
345,342
28,266

0.64% °

8.87
3.44
75.72

1.73%

0.19

0.90
54.83

8.60%

7.17
11.79
12.69

) At period end, except net loan charge-offs to average loans, and average shareholders' equity to average total assets which is for

periods ended at such date.

@ Nonperforming loans. consist of nonaccrual loans, loans contractually past due 90 days or more and restructured loans. -

$

309,247
58,308
213,737
1,876
276,525
25,989

1.01%
12.01

3.93
71.12

0.43%

0.08

0.98
244.94

8.21%

8.40

9.86
10.83




Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

-Application of Critical Accounting Policies And Accounting Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions that affect the amounts reported in the
financial statements and accompanying notes. While the Company bases its estimates on historical experience,

. current information and other factors deemed to be relevant, actual results could differ from those estimates.

The Company considers accounting estimates to be critical to its reported financial results if (i) the
accounting estimate requires management to make assumptions about matters that are highly uncertain and (ii)
different estimates that management reasonably could have used for the accounting estimate in the current period, or
changes in the accounting estimate that are reasonably likely to occur from period to period, would have a material
impact on the Company’s financial statements. Accounting policies related to allowance for loan losses and loss
contingencies are considered to be critical as these policies involve considerable subjective judgment and estimation
by management.

~ Critical accounting policies, and the Company’s procedures related to these policies, are described in detail
below. Also see Note 1 — Summary of Significant Accounting Policies in the accompanying Notes to Consolidated
Financial Statements.

Allowance for Loan Losses. The allowance for loan losses is a reserve established through a provision for
loan losses charged to expense and represents management’s best estimate of probable losses that have been
incurred within the existing portfolio of loans. The allowance, in management’s judgment, is necessary to reserve

~ for estimated loan losses and risks inherent in the loan portfolio. In estimating the allowance for loan losses,

management considers historical charge-off experience, loan delinquencies, the credit worthiness of individual
customers, economic conditions affecting specific customer industries and general economic conditions, among
other factors. Should any of these factors change, the Company’s estimate of probable loan losses could also change,
which could affect the level of the future provisions for loan losses. See additional discussion under the sections
captioned, “Allowance for Loan Losses” and “Provision for Loan Losses,” included elsewhere in this Management’s
Discussion and Analysis of Financial Condition and Results of Operations. Also see Note 3 — Loans and Allowance
for Loan Losses in the accompanying Notes to Consolidated Financial Statements.

Loss Contingencies. There are times when non-recurring events occur that require management to consider
whether an accrual for a loss contingency is appropriate. Accruals for such loss contingencies typically relate to
legal proceedings and other claims and are recorded when management believes the likelihood of an adverse
outcome is probable and the amount of the loss is reasonably estimable. Contingent liabilities are often resolved
over long time periods. Estimating probable losses requires analysis of multiple forecasts that often depend on
Jjudgments about potential actions by third parties. While there can be no assurance, the Company currently believes
the outcome of current outstanding legal proceedings will not have a material adverse effect on the Company’s
business, financial condition or results of operations. The outcomes are inherently uncertain, and it is possible that
some of these matters may be resolved materially adversely to the Company. The adverse resolution of any one or
more of these matters could have a material adverse effect on the Company’s financial condition or results of
operations.
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Overview

The Company’s results of operations are dependent primarily on net interest income, which is the
difference between the income earned on its loan, securities and investment portfolios and its cost of funds,
consisting of the interest paid on deposits and borrowings. Results of operations are increased by the Company’s
noninterest income and decreased by the provision for loan losses and noninterest expenses. General economic and
competitive conditions, particularly changes in interest rates, prepayment rates of mortgage-backed securities and
loans, repricings of loan relationships, government policies and actions of regulatory authorities, also significantly
affect the Company’s results of operations. Future changes in applicable law, regulations or govemment policies
may also have a material impact on the Company. . SRS

Net earnings were $3.8 million, $4.4 million and $3.3 million for the years ended December 31, 2003,
2002, and 2001 respectively, and diluted net earnings per share were $1.30, $1.45, and $1.09 for these same periods.
The decrease in earnings from 2002 to 2003 resulted primarily from an increase in noninterest expense and a
decrease in noninterest income, partially offset by an increase in net interest income, caused by a growth in interest-
earnings assets and a lower cost of funds. Average interest-earning assets increased to $476.9 million from $447.4
million, or 6.6% in 2003, while the cost of funds decreased from 3.16% in 2002 to 2.46% in 2003. The resulting net
interest margin decreased from 3.73% in 2002 to 3.63% in 2003, a decrease of 10 basis points or 2.7%. Noninterest
income decreased $119,000, or 2.4% primarily from fewer gains on the sale of securities. Noninterest expense
increased $1.1 million, or 7.8% during 2003 compared to 2002 resulting primarily from an increase in personnel
cost. The increase in earnings from 2001 to 2002 resulted primarily from an increase in net interest income, caused
by a growth in interest-earning assets and a lower cost of funds, and increase in noninterest income offset by an
increase in the provision for loan losses and an increase in noninterest expense. The Company posted returns on
average assets of 0.73%, 0.89% and 0.76% and returns on average common equity of 10.83%, 12.90% and 10.74%
in 2003, 2002, and 2001, respectively.

Total assets at December 31, 2003 and 2002 were $517.1 million and $518.0 million, respectively. Total
deposits at December 31, 2003 and 2002 were $407.8 million and $425.0 million, respectively, a decrease of $17.1
million, or 4.0% in 2003. The decrease was primarily attributable to a decrease in certificates of deposits of $25.4
million partially offset by increases in demand accounts of $3.7 million and NOW accounts of $5.0 million. At
December 31, 2003 and 2002, securities totaled $99.6 million and $107.0 million, respectively. The decrease in
securities in 2003 was primarily due to an increase in normal pay-downs in the secondary market caused by the
increase in refinancing activity due to the low interest rate environment. Common shareholders’ equity was $36.4
million and $34.6 million at December 31, 2003 and 2002, respectively. The increase in common shareholder’s
equity for the year ended December 31, 2003 reflects earnings retention, partially offset by a decrease in the
unrealized gain on securities available for sale, the purchase of treasury stock and payment of dividends.

Results of Operations
Net Interest Income

Net interest income represents the amount by which interest income on interest-earning assets, which
include securities, loans, and federal funds sold, exceeds interest expense incurred on interest-bearing liabilities,
which include deposits and other borrowed funds. Net interest income is the principal source of the Company's
earnings. Interest rate fluctuations, as well as changes in the amount and type of earning assets and liabilities,
combine to affect net interest income.

2003 versus 2002 Net interest income increased from $16.7 million in 2002 to $17.3 million in 2003, an
increase of $639,000, or 3.8% primarily due to a decrease in interest expense of $2.0 million, or 16.5%, partially
offset by a decrease in interest income of $1.4 million, or 4.8%. This resulted in net interest margins of 3.63% and
3.73% and net interest spreads of 3.32% and 3.31% for the years ended December 31, 2003 and 2002, respectively.

The increase in net interest income for 2003 was primarily due to the decrease in cost of interest-bearing
liabilities from 3.16% in 2002 to 2.46% in 2003. While the Company had an increase in average loans of $17.0
million, or 4.96% and average securities of $17.6 million, or 19.21%, the impact of these increases were partially
offset by lower yields on interest-earning assets which decreased from 6.47% in 2002 to 5.78% in 2003. The lower
yields and lower cost of funds resulted from a decrease in prime rate during 2002 from 4.75% to 4.50% and a further
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reduction in 2003 from 4.50% to 4.00%.

2002 versus 2001 Net interest income increased from $13.5 million in 2001 to $16.7 million in 2002, an
increase of $3.2 million, or 23.7%. This resulted in net interest margins of 3.73% and 3.46% and net interest
spreads of 3.31% and 2.85% for the years ended December 31, 2002 and 2001, respectively.

The increase in net interest income for 2002 was primarily due to the decrease in cost of interest-bearing
liabilities from 4.80% in 2001 to 3.16% in 2002. While the Company had an increase in average loans of $40.2
million, or 13.3% and average securities of $16.9 million, or 22.6%, the impact of these increases were partially
offset by lower yields on interest-earning assets which decreased from 7.65% in 2001 to 6.47% in 2002. The lower
yields and lower costs of funds resulted from a decrease in prime rate during 2001 from 9.50% to 4.75% and a
further reduction in 2002 from 4.75% to 4.50%.
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The following table presents for the periods indicated the total dollar amount of interest income from
average interest-earning assets and the resultant yields, as well as the interest expense on average interest-bearing
liabilities, expressed both in dollars and rates. No tax equivalent adjustments were made and all average balances are
derived from average daily balances. Nonaccruing loans have been included in the tables as loans carrying a zero

yield.
Years Ended December 31,
2003 2002 2001
Average Interest Average Average Interest Average Average Interest Average
Outstanding Earned/ Yield/ Qutstanding Earned/ Yield/ Outstanding Earned/ Yield/
Balance Paid Rate Balance Paid Rate Balance Paid Rate
(Dollars in thousands)
Assets
Interest-earning assets:
Loans $ 359,829 $ 23473 6.52% $ 342,823 $ 24,119 7.04% § 302,656 $ 24,591 8.13%
Securities 109,325 3,977 3.64 91,710 4,629 5.05 74,826 4,693 6.27
Federal funds sold and
interest-bearing deposits 7,722 114 1.48 12,821 207 1.61 12,804 577 4.51
Total interest-earning assets 476,876 27,564 5.78% 447,354 28,955 6.47% 390,286 29,861 7.65%
Less allowance for loan losses (3,767) (3,485) C o (2,735)
Total interest-earning }
assets, net of allowance 473,109 443,869 387,551
Non-earning assets:
Cash and due from banks 19,440 14,640 12,508
Premises and equipment 13,383 13,442 13,569
Interest receivable and
other assets 17,462 17,437 17,975
Other real estate owned 1,281 1,232 597
Total assets $ 524,675 $ 490,620 8 432,200
Liabilities and
shareholders' equity
Interest-bearing liabilities:
NOW, savings, and money
market accounts 8 121439 % 941 0.77% § 108,664  $ 1,507 1.39% § 104,600 § 2,704 2.59%
Time deposits 232,976 6,299 2.70 231,196 8,330 3.60 213,839 12,132 . 5.67
Total interest-bearing
deposits 354,415 7,240 2.04 339,860 9,837 2.89 318,439 14,836 4.66
FHLB advances and
federal funds purchased 51,377 2,001 3.89 40,827 1,639 4.02 15,636 755 4.83
Long-term debt 10,000 1,001 10.01 7,750 796 10.27 7,000 772 11.03
Total interest-bearing
liabilities 415,792 10,242 2.46% 388,437 12,272 3.16% 341,075 16,363 4.80%
Noninterest-bearing liabilities:
Demand deposits 68,868 63,265 56,127
Accrued interest, taxes and
other liabilities 4,519 4,984 4,369
Total liabilities 489,179 456,686 401,571
Shareholders’ equity 35,496 33,934 30,629
Total liabilities and
shareholders’ equity $ 524,675 $ 490,620 § 432200
Net interest income § 17322 . 16,683 - s 13,498
Net interest spread 3.32% 3.31% 2.85%
3.63% 3.46%

Net interest margin

3.73%




The following table presents the dollar amount of changes in interest income and interest expense for the
" ‘major components of interest-earning assets and interest-bearing liabilities and distinguishes between the changes in
interest income and interest expense related to changes in average outstanding balances and the volatility of interest
rates. For purposes of this table, changes attributable to both rate and volume, which can be segregated, have been
allocated proportionately to changes due to rate and changes due to volume.

Years Ended December 31,
2003 vs. 2002 2002 vs. 2001
Increase (Decrease) Due To Increase (Decrease) Due To
Volume Rate Total Yolume Rate Total

(Dollars in thousands)

Interest-earning assets:

Loans 3 1,197 §  (1,843) § (646) § 3266 § (3,738 $ (472)

" Securities 890 (1,542) (652) 1,056 (1,120) (64)

Federal funds sold and interest-bearing deposits (82) (11) (93) 1 (371) (370)

Total increase (decrease) in interest income 2,005 (3,396) (1,391) 4,323 (5,229) (906)
Interest-bearing liabilities:

:NOW, savings and money market accounts 178 (744) (566) 106 (1,303) (1,197)
Time deposits 64 (2,095) (2,031) 984 (4,786} (3,802)
FHLB advances and federal funds purchased 424 (62) 362 1,216 (332) 884

Long-term debt 231 (26) 205 83 (59) 24
Total increase (decrease) in interest expense 897 (2,927) (2,030) 2,389 (6,480) (4,091)
- Increase(decrease) in net interest income $ 1,108 $ 469) § 639 § 1,934 $ 1,251 $ 3,185

'

Provision for Loan Losses

The Company’s provision for loan losses is established through charges to operating income in the form of
the provision in order to bring the total allowance for loan losses to a level deemed appropriate by management of
the Company based on such factors as historical loan loss experience, the volume and type of lending conducted by
the Company, the amount of nonperforming assets, regulatory policies, generally accepted accounting principles,
general economic conditions, and other factors related to the collectability of loans in the Company’s portfolio as
discussed under “Allowance for Loan Losses”. 1In the past two years, the Company has made significant
enhancements to the allowance for loan loss methodology to better quantify the risk associated with these internal
and external factors.

The Company’s provision for loan losses for 2003 was $1.1 million compared with $1.3 million for 2002.
The decrease in the provision was due primarily to a decrease in total nonperforming loans of $653,000, or 20.3%.
Average loans outstanding increased from $342.8 million for 2002 to $359.8 million for 2003, an increase of $17.0
million, or 5.0%. Total classified loans decreased from $9.9 million at December 31, 2002 to $9.0 million at
December 31, 2003, a decrease of $900,000, or 9.1%. Management believes the Company has maintained good
asset quality as net charge-offs remain at manageable levels totaling $861,000, or 0.24% of average loans in 2003
compared with $914,000, or 0.27% of average loans in 2002. The Company’s provision for loan losses decreased
from $1.4 million in 2001 to $1.3 million in 2002 primarily due to a decrease in nonperforming assets.

Noninterest Income
Noninterest income is an important source of revenue for financial institutions. The Company's primary
sources of noninterest income are service charges on deposit accounts and other banking service related fees.

Noninterest income for the year ended December 31, 2003 was $4.9 million, a decrease of $119,000 or 2.4%, from
$5.1 million for the year ended December 31, 2002 and a decrease in 2002 of $1.1 million or 18.5%, from $6.2
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million for the year ended December 31, 2001. The 2003 decrease is primarily due to a decrease in securities gains
of $192,000, an impairment charge of $113,000 and a loss associated with the AFT lease transaction, partially offset
by an increase in gain on sale of loans due to more consumer refinancing into the secondary market. The 2002
decrease is primarily due to a nonrecurring gain of $3.0 million in 2001 in connection with the settlement of the
Guaranty Federal lawsuit. This gain represents the amount received in January 2002 in connection with the
November 2001 settlement and concurrent transfer of the Company’s rights to certain intangible assets. This
income was partially offset by a nonrecurring impairment charge during 2001 of $1.5 million associated with the
AFT lease transaction.

During 2000, Guaranty Leasing, acquired a 2.5% ownership interest in AFT for approximately $2.8
million. The AFT ownership interest is classified as an Other Asset on the Company’s balance sheet. As of
December 31, 2003 and 2002, the book value of the AFT ownership was $1.4 million and $1.6 million, respectively.
During the fourth quarter of 2001, on belief that the Company’s investment in AFT was impaired by declines in air
travel and reduced demand for commercial aircraft, an impairment charge of $1.5 million was recorded and the
carrying amount of the investment was reduced to $1.6 million. During the third quarter of 2001, AFT recorded an
impairment charge of $18.2 million related to two airplanes. In addition, management received indications the
appraised value of AFT’s fleet of airplanes had declined approximately 9% from their value the past year. Based on
these factors, the limited marketability of the investment, the uncertainty surrounding the air transport industry and
general economic conditions, management believed that the value of its investment in AFT was permanently
impaired. During the second quarter of 2003, on belief that the Company’s investment in AFT had been further
impaired, an impairment charge of $113,000 was recorded.

Excluding the gain on settlement of litigation and the impairment charge of the AFT, recurring noninterest
income for 2001 totaled $4.7 million. Excluding these items in 2001, and the additional impairment charge of the
AFT in 2003, noninterest income for 2003 reflects an increase of $54,000, or 1.1%, over 2002 and an increase of
$409,000 or 8.7% over 2001. The year ended December 31, 2003 reflected a decrease in service charge income of
$88,000 or 3.0% over the same period in 2002 and an increase of $191,000 or 7.1% over the same period in 2001.
Securities gains decreased $192,000, from $380,000 in 2002 to $188,000 in 2003. As to normal and recurring
noninterest income, the Company experienced a slight increase of 1.1% to $5.1 million for the twelve months ended
December 31, 2003 and a 7.6% increase to $5.1 million for the same period in 2002.

The following table presents for the periods indicated the major categories of noninterest income:

Years Ended December 31,
2003 2002 2001
(Dollars in thousands)

Service charges S 2,869 § 2,957 8 2,678
Securities gains, net 188 380 416
Fee income 925 863 668
Fiduciary income 178 163 136
Earnings from key-man life insurance 251 236 204
Gain on sale of loans 586 272 98
Gain on sale of assets - 97 36
Gain on sale of ORE 32 12 176
Income (loss) from investment in AFT (60) - 140
Impairment of investment in AFT (113) - (1,500)
Gain on settlement of litigation - - 3,000
Other noninterest income 81 76 149

Total noninterest income S 4937 § 5056 8§ 6,201




Noninterest Expense

For the years ended Decemnber 31, 2003, 2002 and 2001, noninterest expense totaled $15.8 million, $14.7
million and $13.5 million, respectively. The $1.1 million, or 7.8%, increase in 2003 was primarily the result of an
increase in employee compensation and benefits. This increase was due to an increase in full time equivalent
employees from 212 at December 31, 2002 to 226 at December 31, 2003, normal salary adjustments, increased
employee benefits, and payroll taxes. Legal and professional fees increased $235,000 or 25.2% in 2003 primarily
due to litigation involving the lawsuit with the Internal Revenue Service.

The increase in total noninterest expense for 2002 compared with 2001 of $1.2 million, or 8.7%, was
‘primarily the result of increases in employee compensation and benefits. Employee compensation and benefits
" increased from $7.6 million in 2001 to $8.7 million in 2002, an increase of $1.1 million, or 14.7%. This increase
was due to an increase in full time equivalent employees from 199 at December 31, 2001 to 212 at December 31,

2002, an increase in normal salary adjustments, increased bonus incentives, profit sharing contributions and payroll
taxes.’

The Company’s efficiency ratios, calculated by dividing total noninterest expense (excluding securities
gains and losses) by net interest income plus noninterest income, was 71.75% in 2003, 68.79% in 2002, and 70.10%
in 2001.

The following table presents for the periods indicated the major categories of noninterest expense:

Years Ended December 31,
2003 2002 2001
(Dollars in thousands)
: Employee compensation and benefits $ 9371 8§ 8711 § 7,592
Non-staff expenses:
Occupancy expenses 2,019 ’ 1,992 1,901
Legal and professional fees 1,168 933 864
Director and committee fees 560 534 412
Advertising 284 310 278
ATM and debit card expense 363 317 279
Office and computer supplies 301 265 429
Postage 211 187 180
Phone expense 252 194 188
Other 1,308 1,249 1,396
Total non-staff expenses : 6,466 5,981 5,927
"Total noninterest expense S 15837 § 14,692 8 13,519

Income Taxes

Federal income tax is reported as income tax expense and is influenced by the amount of taxable income,
the amount of tax-exempt income, the amount of non-deductible interest expense and the amount of other non-
deductible expense. The Company did not utilize tax benefits on leveraged lease transactions in 2003. The
Company utilized tax benefits on leveraged lease transactions in the amounts of $960,000 and $763,000 for 2002
and 2001, respectively. The effective tax rates for 2003, 2002 and 2001 were 28.11%, 24.37% and 31.39%,
respectively. Income taxes for financial purposes in the consolidated statements of earnings differ from the amount
computed by applying the statutory income tax rate of 34% to earnings before income taxes. The difference in the
statutory rate is primarily due to the tax benefits on the leveraged lease transactions and non-taxable income.

25



Additionally, the State of Texas imposes a Texas franchise tax. Taxable income for the income tax
component of the Texas franchise tax is the federal pre-tax income, plus certain officers' salaries, less interest
income from federal securities. Total franchise tax expense was $38,000 in 2003, $41,000 in 2002 and $50,000 in
2001. Such expense was included as a part of other noninterest expense.

Impact of Inflation

o The effects of inflation on the local economy and on the Company's operating results have been relatively
modest for the past several years. Since substantially all of the Company's assets and liabilities are monetary in
nature, such as cash, securities, loans and deposits, their values are less sensitive to the effects of inflation than to
changing interest rates, which do not necessarily change in accordance with inflation rates. The Company tries to
control the impact of interest rate fluctuations by managing the relationship between its interest rate sensitive assets
and liabilities. See "Quantitative and Qualitative Disclosures About Market Risk" below.

Financial Condition
Loan Portfolio (including loans held for sale)

The Company provides a broad range of commercial, real estate and consumer loan products to small and
medium-sized businesses and individuals in its market areas. The Company aggressively pursues qualified lending
customers in both the commercial and consumer sectors, providing customers with direct access to lending
personnel and prompt, professional service. The 89.6% gross loan to deposit ratio as of December 31, 2003, reflects
the Company’s commitment as an active lender in the local communities it serves. Although the Company, as did
the industry, experienced a large amount of activity in refinancing of its loans into the secondary market, the
Company was able to book new loans to offset this run-off and ultimately showed no change in loan balances for the
year 2003. Total loans were $365.5 million and $365.6 million at December 31, 2003 and 2002, respectively,
reflecting no change. In 2002, total loans increased by $34.3 million, or 10.4% to $365.6 million from $331.3
million at December 31, 2001. The 2002 growth in loans, and the ability to maintain that level in 2003, is reflective
of a stable local economy, an aggressive advertising campaign, the Company’s pro-lending reputation and the
solicitation of new companies and individuals entering the Company's market areas.

The following table summarizes the loan portfolio (including loans held for sale) of the Company by type of
loan as of the dates indicated:

December 31,

2003 2002 2001 2000 199

Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent

(Dollars in thousands)
Commercial and industrial $ 55285 15.13% § 54,661 16.05% § 66,641 2012% S 66,616 23.18% § 61,153 23.96%
Agriculture 10,173 278 9,989 2.73 8,589 2.59 8,318 2.89 5,102 3.57
Real estate: ’ :

"Construction and land

development 22,020 6.02 14,017 3.83 9,492 2.87 7,316 2.55 7,926 301
1-4 family residential 136,717 37.40 139,156 38.06 124,480 37.58 102,442 35.65 83,777 32.83
Loans held for sale 1,244 0.34 5,727 1.57 1,634 0.49 172 0.06 - -
Farmfand 20,267 5.54 14,765 4.04 9,794 296 7,716 2.69 7,976 313
Commercial ' 79,953  21.88 81,649 22.33 68,165 20.58 61,224 21,31 52,303 20.49
Multi-family residential 9,291 2.55 9,289 2.54 9,333 2.81 4,946 1.72 6,239 2.44
Consumer, net of unearned discounts 30,564 8.36 32,362 8.85 33,126 10.00 28,585 9.95 26,733 1047
Total loans § 365514 100.00% $ 365,615 100.00% § 331,254 100.00% § 287,335 100.00% $ 255,209 100.00%

The primary lending focus of the Company is on loans to small and medium-sized businesses and one-to-
four family residential mortgage loans. The Company's commercial lending products include business loans,




commercial real estate loans, equipment loans, working capital loans, term loans, revolving lines of credit and letters
of credit. Most commercial loans are collateralized and on payment programs. The purpose of a particular loan
generally determines its structure. In almost all cases, the Company requires personal guarantees on commercial
loans to help assure repayment.

Commercial

The Company's commercial loans are primarily made within its market area and are underwritten on the
basis of the borrower’s ability to service such debt from income. As a general practice, the Company takes as
collateral a lien on any available real estate, equipment, or other assets owned by the borrower and thalns a
personal guaranty of the borrower. In general, commercial loans involve more credit risk than residential mortgage
loans and commercial mortgage loans and, therefore, usually yield a higher return. The increased risk for
commercial loans is due to the type of collateral securing these loans. The increased risk also derives from the
expectation that commercial loans generally will be serviced principally from the business’ operations, and those
operat1ons may not be successful. As a result of these additional complexities, variables and risks, commercial loans
require more thorough underwriting and servicing than other types of loans.

In addition to commercial loans secured by real estate, the Company makes commercial mortgage loans to
finance the purchase of real property, which generally consists of real estate with completed structures. Commercial
mortgage lending typically involves higher loan principal amounts and the repayment of loans is dependent, in large
part, on sufficient income from the properties securing the loans to cover operating expenses and debt service. Asa
general practice, the Company requires its commercial mortgage loans to be secured by well-managed income
producing property with adequate margins and to be guaranteed by responsible parties. The Company's commercial
mortgage loans are generally secured by first liens on real estate. Loans with fixed interest rates typically amortize
over a 10 to 15 year period with balloon payments due at the end of one to five years. In underwriting commercial
mortgage loans, consideration is given to the property's operating history, future operating projections, current and
projected occupancy, location and physical condition. The underwriting analysis also includes credit checks,
appraisals and a revxew of the financial condition of the borrower and guarantor.

Construction

The Company makes loans to finance the construction of residential and, to a limited extent, nonresidential
properties. Construction loans generally are secured by first liens on real estate. The Company conducts periodic
inspections, either directly or through an agent, prior to approval of periodic draws on these loans. Construction
loans involve additional risks attributable to the fact that loan funds are advanced upon the security of a project
under construction, and the project is of uncertain value prior to its completion. Because of uncertainties inherent in
estimating construction costs, the market value of the completed project and the effects of governmental regulation
on real property, it can be difficult to accurately evaluate the total funds required to complete a project and the
related loan to value ratio. As a result of these uncertainties, construction lending often involves the disbursement of
substantial funds with repayment dependent, in part, on the success of the ultimate project rather than the ability of a
borrower or guarantor to repay the loan. If the Company is forced to foreclose on a project prior to completion, there
is no assurance that it will be able to recover the entire unpaid portion of the loan. In addition, the Company may be
required to fund additional amounts to complete a project and may have to hold the property for an indeterminate
period of time.

1-4 Family Residential

The Company offers a variety of mortgage loan products. The Company’s loans collateralized by one-to-
four family residential real estate generally are originated in amounts of no more than 90% of the lower of cost or
appraised value. The Company generally requires mortgage title insurance and hazard insurance in the amount of
the loan. Of the mortgages originated, the Company generally retains mortgage loans with short terms or variable
rates and sells longer-term fixed-rate loans that do not meet the Company’s credit underwriting standards. Prior to
the acquisition of First American in September 1999, the Company sold such loans to Texas Independent Bank
Mortgage Company; however, since the First American acquisition, the Company sells these loans directly into the
secondary market.
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As of December 31, 2003, the Company’s one-to-four family residential real estate loan portfolio
(including loans held for sale) was $138.0 million. Of this amount, $46.3 million is repriceable in one year or less
and an additional $83.5 million is repriceable from one year to five years. These high percentages in short-term real
estate loans are an effort by the Company to reduce interest rate risk.

Consumer

The Company provides a wide variety of consumer loans including motor vehicle, watercraft, education
loans, personal loans (collateralized and uncollateralized) and deposit account collateralized loans. The terms of
these loans typically range from 12 to 60 months and vary based upon the nature of collateral and size of loan. As
of December 31, 2003, the Company had no indirect consumer loans, indicating a preference to maintain personal
banking relationships and strict underwriting standards. Consumer loans entail greater risk than do residential
mortgage loans, particularly in the case of consumer loans that are unsecured or secured by rapidly depreciating
assets such as automobiles. In such cases, any repossessed collateral for a defaulted consumer loan may not provide
an adequate source of repayment for the outstanding loan balance. The remaining deficiency often does not warrant
further substantial collection efforts against the borrower beyond obtaining a deficiency judgment. In addition,
consumer loan collections are dependent on the borrower's continuing financial stability, and thus are more likely to
be adversely affected by job loss, divorce, illness or personal bankruptcy. Furthermore, the application of various
federal and state laws may limit the amount that can be recovered on such loans. During the last several years,
management has placed tighter controis on consumer credit due to record high personal bankruptcy filings
nationwide.

Agriculture

The Company provides agricultural loans for short-term crop production, including cotton, milo and corn,
farm equipment, cattle and agricultural real estate financing. The Company evaluates agricultural borrowers
primarily based on their historical profitability, level of experience in their particular agricultural industry, overall
financial capacity and the availability of secondary collateral to withstand economic and natural variations common
to the industry. Because agricultural loans present a higher level of risk associated with events caused by nature, and -
the volatility of the world market prices on commodities, the Company routinely makes on-site visits, inspections,
and utilizes government guaranteed programs in order to monitor, identify and manage such risks.

The Company rarely makes loans at its legal lending limit. Lending officers are assigned various levels of
loan approval authority based upon their respective levels of experience and expertise. All loans above $700,000 are
evaluated and acted upon by the Executive Committee, which meets weekly. All new and renewed loans greater
than $100,000 are reported monthly to the Board of Directors. All new and renewed loans of $400,000 or less are
reported weekly to the Executive Committee. The Company’s strategy for approving or disapproving loans is to
follow conservative loan policies and underwriting practices which include: (i) granting loans on a sound and
collectible basis; (ii) investing funds properly for the benefit of shareholders and the protection of depositors; (iii)
serving the legitimate needs of the community and the Company's general market area while obtaining a balance
between maximum yield and minimum risk; (iv) ensuring that primary and secondary sources of repayment are
adequate in relation to the amount of the loan; (v) developing and maintaining adequate diversification of the loan
portfolio as a whole and of the loans within each category; and (vi) ensuring that each loan is properly documented
and, if appropriate, insurance coverage is adequate. The Company's loan review and compliance personnel interact
daily with commercial and consumer lenders to identify potential underwriting or technical exception variances. In
addition, the Company has placed increased emphasis on the early identification of problem loans to aggressively
seek resolution of the situations and thereby keep loan losses at a minimum.
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The contractual maturity ranges of the commercial and industrial, agriculture, commercial real estate, and
construction and land development loan portfolios and the amount of such loans with predetermined and floating
interest rates in each maturity range as of December 31, 2003, are summarized in the following table:

December 31, 2003

After One
One Year Through After
or Less Five Years Five Years Total

(Dollars in thousands)

Commercial and industrial S 34,109 § 19,027 % 2,149 § 55,285
Agriculture 7,118 2,812 243 10,173
Real estate-construction and land development 17,502 3,617 901 22,020
Commercial real estate 19,003 38,819 22,131 79,953

Total ) g 71,732 % 64,275 $ 25424 § 167,431
Loans with a predetermined interest rate 3 55,667 § 48,612  $ 5607 § 109,886
Loans with a floating interest rate 22,065 _ 15,663 19,817 57,545

Total $ 71732 % 64,275 § 25424 § 167,431
Nonperforming Assets

The Company has several procedures in place to assist it in maintaining the overall quality of its loan
portfolio. The Company has established underwriting guidelines to be followed by its officers and also monitors its
delinquency levels for any negative or adverse trends. There can be no assurance, however, that the Company's loan
portfolio will not become subject to increasing pressures from deteriorating borrower credit due to general economic
conditions.

Nonperforming assets at December 31, 2003, decreased $1.0 million, or 23.6%, to $3.3 million compared
with $4.3 million at December 31, 2002. This decrease reflects a reduction in nonaccrual loans primarily attributed
to four lines totaling $986,000 of which three were liquidated and one paid off during 2003. Other real estate also
decreased from $1.1 million as of December 31, 2002 to $743,000 as of December 31, 2003. This decrease was the
result of the sale of three properties. Continued aggressive collection efforts Company wide resulted in a minimal
increase to accruing loans 90 days or more past due. This resulted in ratios of nonperforming assets to total loans
plus other real estate of 0.90% and 1.18% for the years ended December 31, 2003 and 2002, respectively.

The Company generally places a loan on nonaccrual status and ceases to accrue interest when loan payment
performance is deemed unsatisfactory. Loans where the interest payments jeopardize the collection of principal are
placed on nonaccrual status, unless the loan is both well secured and in the process of collection. Cash payments
received while a loan is classified as nonaccrual are recorded as a reduction of principal as long as doubt exists as to
collection. If interest on nonaccrual loans had been accrued, such income would have been approximately $214,000
and $310,000 for 2003 and 2002, respectively. The Company is sometimes required to revise a loan's interest rate or
repayment terms in a troubled debt restructuring; however, the Company had no restructured loans or additional
nonperforming interest-earning assets at December 31, 2003, 2002, 2001, 2000 or 1999. In addition to regulatory
examinations, the Company maintains an internal loan review staff and retains IBS on a semi-annual basis to
evaluate the loan portfolio.

The Company maintains current appraisals on loans secured by real estate, particularly those categorized as
nonperforming loans and potential problem loans. In instances where updated appraisals reflect reduced collateral
values, an evaluation of the borrower's overall financial condition is made to determine the need, if any, for possible
write-downs or appropriate additions to the allowance for loan losses. The Company records other real estate at the
lower of its fair market value, minus estimated costs to sell the property, or the recorded investment in the loan on
the date of transfer.
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The following table presents information regarding nonperforming assets at the dates indicated:

December 31,
2003 2002 2001 2000 1999

(Dollars in thousands)
Nonaccrual loans $ 2,072 $ 2,810 § 3,737 $ 1,214 $ 443
Accruing loans past due 90 days or more 489 404 1,912 3,488 574
Other real estate 743 1,111 562 274 79
Total nonperforming assets $ 3,304 $ 4,325 S 6,211 $ 4976 S 1,096

Nonperforming assets to total loans and
other real estate 0.90% 1.18% 1.87% 1.73% 0.43%

The Company considers a loan to be impaired based on current information and events, if it is probable that
the Company will be unable to collect the scheduled payments of principal or interest when due according to the
contractual terms of the loan agreement. The measurement of impaired loans is based on the present value of
expected future cash flows discounted at the loan's effective interest rate or the loan's observable market price or
based on the fair value of the collateral if the loan is collateral-dependent.

Allowance for Loan Losses

The allowance for loan losses is a reserve established through charges to earnings in the form of a provision
for loan losses. Managemient has established an allowance for loan losses, which it believes, is adequate to absorb
estimated losses in the Company's loan portfolio. Based on an evaluation of the loan portfolio, management presents
a quarterly review of the adequacy of the allowance for loan losses to the Company’s Board of Directors. In making
its evaluation, management considers the diversification by industry of the Company's commercial loan portfolio,
the effect of changes in the local real estate market on collateral values, the results of recent regulatory
examinations, the effects on the loan portfolio of current economic indicators and their probable impact on
borrowers, the amount of charge-offs for the period, the amount of nonperforming loans and related collateral
security, the results of management’s internal loan review and the evaluation of its loan portfolio through a semi-
annual external loan review conducted by IBS. Charge-offs occur when loans are deemed to be uncollectible.

The Company follows an internal loan review program to evaluate the credit risk in the loan portfolio.
Through the loan review process, the Company maintains an internally classified loan list, which, along with the
delinquency list of loans, helps management assess the overall quality of the loan portfolio and the adequacy of the
allowance for loan losses. Loans internally classified as “special mention” are those that contain a weakness that, if
left unattended, could develop into a problem affecting the ultimate collectibility of the loan. Loans internally
classified as “substandard” are those loans with clear and defined weaknesses such as highly leveraged positions,
unfavorable financial ratios, uncertain repayment sources or poor financial condition, which may jeopardize
recoverability of the loan. Loans internally classified as “doubtful” are those loans that have characteristics similar
to substandard loans, but also have an increased risk that a loss may occur or at least a portion of the loan may
require a charge-off if liquidated at present. Although loans classified as substandard do not duplicate loans
classified as doubtful, both substandard and doubtful loans may include some loans that are past due at least 90 days,
are on nonaccrual status or have been restructured. Loans internally classified as “loss™ are those loans that are in the
process of being charged off. At December 31, 2003, the Company had $9.0 million of internally classified loans
compared with $9.9 million at December 31, 2002, a decrease of $900,000, or 9.1%. This decrease is primarily due
to the improvement, workout, or foreclosure of seventeen loan relationships totaling $3.0 million, partially offset by
the classification of fourteen new relationships, totaling $2.1 million. Specific reserves have been established for
these new lines based on their estimated exposure.

In order to determine the adequacy of the allowance for loan losses, the Company establishes both specific
and general reserves. The Company establishes specific allocations for the majority of problem loans based on the
estimated exposure in each individual loan. The exposure is generally identified by determining the present value of
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estimated future cash flows or the fair value of collateral if repayment is expected solely from the collateral. The
Company establishes general reserves for non-problem loans primarily based on its historical loan loss experience,
the volume and type of lending conducted by the Company, the amount of noniperforming assets, regulatory policies,
generally accepted accounting principles, general economic conditions, and -other factors related to the collectability

of loans in the Company’s loan portfolios.

Loans are charged-off against the allowance for loan losses when appropriate. Although management
believes it uses the best information available to make determinations with respect to the allowance for loan losses,
future adjustments may be necessary if economic conditions differ from the assumptions used in making the initial

determinations.

The féllowing table presents.,'for the periods indicated, an analysis of the allowance for loan losses and

other related data:

Average loans outstanding
Gross loans outstanding at end of period

Allowance for loan losses at beginning
of périod ‘ '
Provision for loan losses
Balance acquired with First American acquisition
Charge-offs:
Commercial and industrial
Real estate
Consumer
Recoveries:
Commercial and industrial
Real estate
Consumer
Net loan charge-offs

Allowance for loan losses at end of period

Ratio of allowance to end of
period loans

Ratio of net loan charge-offs to
average loans

Ratio of allowance to end of period
nonperforming loans

Years Ended December 31,

2003 2002 2001 2000 1999

(Dollars in thousands)

359,829 $ 342,823 $ 302,656 $ 267,996 $ 213,737

365,514 § 365615 $ 331,254 $ 287,335 $ 255,209

3692 8 3346 0§ 2578 0§ 2491 8. 1512

1,075 1,260 1,385 595 310
. S . - 846
(592) (279) (462) (360) (64)
(38) (375) (162) (146) )
(293) (418) @1 (172) (267)
9 28 30 80 65

12 57 124 11 42
41 73 64 79 49
(861) 914) 617) (508) (177)

3,906 $ 3,692 $ 3,346 $ 2,578 $ 2,491

1.07% 1.01% 1.01% 0.90% : 0.98%
0.24% 0.27% 0.20% 0.19% T 0.08%
152.52% 114.87% 59.23% 54.83% 244.94%
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The following tables describe the allocation of the allowance for loan losses among various categories of
loans and certain other information for the dates indicated. The allocation is made for analytical purposes and is not
necessarily indicative of the categories in which future losses may occur. The total allowance is available to absorb
losses from any segment of loans.

December 31,

2003 . 2002
Percent of Percent of
Loans to Loans to
Amount Total Loans Amount Total Loans

(Dollars in thousands)

Balance of allowance for loan losses applicable to:

Commercial, industrial and agriculture $ 1,737 1791% $ 1,892 18.78%
Real estate:
.Construction and land developméﬁt - 6.02 - 3.83
1-4 family residential : 131 37.74 138 39.63
Commercial mortgage 192 21.88 173 22.33
Farmland - 5.54 - 4.04
Multi-family ‘ . 2.55 y 2.54
Copsumer : : 301 8.36 320 8.85
Unallocated ’ - 1,545 - 1,169 -
Total allowance for loan losses 3 3,906 100.00% $ 3,692 100.00%

(1) The percentage of loans to total loans includes loans held for sale.

2001 2000 1999
Percent of Percent of Percent of
Loans to Loans to " Loans to
Amount Total Loans Amount Total Loans Amount Total Loans

. (Dollars in thousands)
Balance of allowance for loan losses
applicable to: '

- Commercial, industrial and agriculture $ 1,792' 271% $ 1,430 2607% $ 1,543 27.53%
Real estate:

Construction and land development - 2.87 - 2.55 - 3.1
1-4 family residential 117 38.07 139 35.71 110 - - 32.83
Commercial mortgage 138 20.58 193 21.31 176 . 20.49
Farmland - 2.96 - 2.69 - R 313
Multi-family - 2.81 - 1.72 - 2.44

Consumer 333 10.00 289 9.95 262 . 10.47
Unallocated 966 - 527 - 400 i
Total allowance for loan losses $ 3,346 100.00% § 2,578 100.00% 100.00%

(1) The percentage of loans to total loans includes loans held for sale.
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Securities Available- for-Sale

The Company uses its securities portfolio to ensure liquidity for cash requirements, to manage interest rate
risk, to provide a source of income, to ensure collateral is available for municipal pledging requirements and to
manage asset quality. At December 31, 2003, investment securities totaled $99.6 million, a decrease of $7.4 million
from $107.0 million at December 31, 2002. The decrease was primarily attributable to $100.5 million in securities
sold and in principal repayments, partially offset by $95.9 million in securities purchased. This decrease is a result
of the decrease in deposits and a need for liquidity. The December 31, 2003 net unrealized gain was $704,000
compared to the December 31, 2002 net unrealized gain of $2.0 million. = At December 31, 2003, securities
represented 19.3% of total assets compared to 20.7% of total assets at December 31, 2002. The yield on the
securities portfolio for 2003 was 3.64% compared to a yield of 5.05% for 2002 and 6.27% for 2001.

During 2003, the securities portfolio mix changed within various categories. U.S. Government securities
decreased from $14.1 million at December 31, 2002 to $7.2 million at December 31, 2003. During 2003, Company
discontinued investing in collateralized mortgage obligations (“CMO’s”) and either sold or experienced
prepayments of the $25.3 million of CMO’s in its portfolio as of December 31, 2002. The Company had an increase
of $24.1 million in mortgage-backed securities from $63.1 million at December 31, 2002 to $87.2 million at
December 31, 2003. The Company’s investments in equity securities increased from $3.2 million at December 31,
2002 to $3.9 million at December 31, 2003, an increase of $737,000 or 23.3%. Investments in obligations of state
and political subdivisions were at $1.3 million for December 31, 2003 and 2002.

The following table summarizes the fair value of securities available for sale held by the Company as of the
dates shown: '

December 31,
2003 2002 2001
(Dollars in thousands)
U.S. government agency securities $ 7,194 $ . 14,127 $ 4,494
Mortgage-backed securities 87,248 ' 63,148 33,952 -
Collaferiied‘mongage dbligatiéns - 25,280 34,390
Equity securities ‘ 3,902 ' 3,165 2,112
Obligations of state and political subdivisions 1,270 1,272 6,767

Total securities . 3 99,614 $ . 106,992 $ 81,715
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The following table summarizes the contractual maturity of securities available for sale based on fair value
and their weighted average yields as of December 31, 2003:

December 31, 2003

After One " After Five
Within Year but Within Years but Within
One Year Five Years Ten Years After Ten Years Total
Amount Yield - Amount Yield Amount - Yield Amount Yield Amount Yield

(Dollars in thousands)

U.S. Government

securities $ 2,047 6.70% $ 5,147 348% $ - : % 3 - % % 7,194 4.40%
Mortgage-backed '
securities 53 5.39 887 6.09 39,784 3.93 46,524 431 87,248 4.15
Equity securities - - - - - - 3,902 1.96 3,902 1.96
State and municipal .
securities 90 4.25 439 4.42 717 5.02 24 675 1,270 4.78
Totals $ 2,190 6.57% $ 6473 390% § 40,501 395% $ 50450 4.12% $ 99,614 4.09%

The Company classifies debt and equity securities at the date of purchase into one of two categories: held-
to-maturity or available-for-sale. At each reporting date, the appropriateness of the classification is reassessed.
Investments in debt securities are classified as held-to-maturity and measured at amortized cost in the financial
statements only if management has the positive intent and ability to hold those securities to maturity. Investments
not classified as held-to-maturity are classified as available-for-sale and measured at fair value in the financial
statements with unrealized gains and losses reported, net of tax, in a separate component of shareholders' equity
until realized. The Company had no securities classified as held to maturity at December 31, 2003, 2002 or 2001.

Mortgage-backed securities and CMO’s are securities, which have been developed by pooling a number of
real estate mortgages and are principally issued by or guaranteed by federal agencies such as the Federal National
Mortgage Association and the Federal Home Loan Mortgage Corporation. These securities are deemed to have high
credit ratings and regular monthly cash flows of principal and interest, which are guaranteed by the issuing agencies.
All the Company's mortgage-backed securities at December 31, 2003 were agency-issued collateral obligations.

At December 31, 2003, 53.3% of the mortgage-backed securities held by the Company had final maturities
of more than 10 years. However, unlike U.S. Treasury and U.S. Government agency securities, which have a lump
sum payment at maturity, mortgage-backed securities provide cash flows from regular principal and interest
payments and principal prepayments throughout the lives of the securities. Therefore, the average life, or the
average amount of time until the Company receives the total amount invested, of the mortgage-backed security will
be shorter than the contractual maturity. The Company estimates the remaining average life of the fixed-rate
mortgage-backed security portfolio to be less than three years. These securities, when purchased at a premium, will
generally suffer decreasing net yields as interest rates drop because homeowners tend to refinance their mortgages.
Thus, the premium paid must be amortized over a shorter period. Therefore, securities when purchased at a discount
will obtain higher net yields in a decreasing interest rate environment. As interest rates rise, the opposite will
generally be true. During a period of increasing interest rates, fixed rate mortgage-backed securities do not tend to
experience heavy prepayments of principal and consequently, the average lives of these securities will not be unduly
shortened.
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Premises and Equipment

Premises and equipment totaled $13.2 million at December 31, 2003 and $13.6 million at December 31,
2002. The net change reflects a decrease of $382,000, or 2.8% in fixed assets. The decrease is primarily due to
depreciation recorded for the year partially offset by the purchase of furniture and computer hardware for the
Company. L ‘

Other Assets

The Company owns single premium insurance policies insuring the lives of certain key senior officers. The
net cash surrender ‘value of these polices totaled $6.2 million at December 31, 2003 and $5.9 million at December
31, 2002. .

Deposits

The Company offers a variety of deposit accounts having a wide range of interest rates and terms. The
Company's deposit accounts consist of demand, savings, money market and time accounts. The Company relies
primarily on competitive pricing policies and customer service to attract and retain these deposits. The Company
does not have or accept any brokered deposits.

Total deposits decreased to $407.8 million at December 31, 2003, from $425.0 million at December 31,
2002, a decrease of $17.1 million, or 4.0%. Noninterest-bearing deposits increased from $68.5 million at December
31, 2002, to $72.2 million at December 31, 2003, an increase of $3.7 million, or 5.4%. Certificates of deposit
decreased from $241.3 million at December 31, 2002, to $215.9 million at December 31, 2003, a decrease of $25.4
million, or 10.5%. Other interest-bearing deposits increased from $115.1 million at December 31, 2002, to $119.7
million at December 31, 2003, an increase of 4.6 million, or 4.0%. The decrease in deposits is primarily due to the
outflow of certificates of deposits into other investment options. All of the Company’s markets showed decreases
except for the Deport location, which increased certificates of deposits by $2.0 million. The Company’s ratio of
average noninterest-bearing demand deposits to average total deposits for years ended December 31, 2003, 2002,
and 2001, were 16.3%, 15.7%, and 15.0%, respectively.
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The daily average balances and weighted-average rates paid on deposits for each of the years ended
December 31, 2003, 2002 and 2001 are presented below:

Years Ended December 31,

2003 2002 2001
(Dollars in thousands)
Amount Rate Amount Rate Amount Rate
Regular savings 3. 14,781 0.69% & 11,774 144% § 10,084 1.97%
NOW accounts - . 43,781 0.71 . 35,740 104 33,992 . 2.09
Money market checking 62,877 0.84 61,150 1.58 60,524 2.96
Time deposits less than $100,000 130,770 2.64 132,800 3.53 125,236 5.62
Time deposits $100,000 and over 102,206 2.79 98,396 3.70 88,603 5.75
_ . - Total interest-bearing deposits $ 354,415 204% % 339860 - 2.89% § 318,439 4.66%
Noninterest-bearing deposits . 68,868 - 63,265 - 56,127 -
‘ Total deposits * . 3 423,283 1.71% § 403,125 - 244%. 8 374,566 3.96% o

" The following table sets: forth the amount of the Companys certificates of deposits at December 31, 2003
by time remammg until matunty

‘ ' : . S - December 31, 2003
: - : ' R {Dollars in thousands)
- 3 months or less o T % 51,849

"Over 3 months through 6 months 38422 ¢
Ovér 6 months through 1 year _ oo 80,193
Over 1 year 45,446
Total $ 215910

Other Borrowings

Federal Home Loan Bank ("FHLB") advances may be utilized from time to time as either a short-term
funding source or a longer-term funding source. FHLB advances can be particularly attractive as a longer-term
funding source to balance interest rate sensitivity and reduce interest rate risk. The Company is eligible for two
borrowing programs through the FHLB. The first, called "Short Term Fixed," requires delivery of eligible securities
for collateral. Maturities under this program range from 1-35 days. The Company does not currently have any
borrowings under this program. As of December 31, 2003, the Company does not have any of its investment
securities in safekeeping at the FHLB.

The second borrowing program, the "Blanket Borrowing Program,” is under a borrowing agreement which
does not require the delivery of specific collateral. Borrowings are limited by the level of qualified pledgable real
estate loans held and FHLB stock owned. At December 31, 2003, the Company had approximately $50.4 million
borrowed of a potential $106.7 million available under this program, leaving approximately $56.3 million in
available borrowings.

On March 23, 2000, the Company, in a private placement, issued $7.0 million (7,000 shares with a
liquidation amount of $1,000 per security) of 10.875% Fixed Rate Capital Trust Pass-through Securities (“TruPS”)
through a newly formed, wholly-owned subsidiary, Guaranty (TX) Capital Trust I (the “Trust I'). The Trust I
invested the total proceeds from the sale of the TruPS in 10.875% Junior Subordinated Deferrable Interest
Debentures (the “Debentures I”’) issued by the Company. The net proceeds from the sale of the Debentures I were
used to repurchase shares of the Company’s stock, provide a $1.5 million additional capital contribution to Guaranty
Bond Bank and provide for additional working capital to support growth.




With certain exceptions, the amount of the principal and any accrued and unpaid interest on the Debentures
I are subordinated in right of payment to the prior payment in full of all senior indebtedness of the Company. The
terms of the Debentures I are such that they qualify as Tier I capital under the Federal Reserve Board’s regulatory
capital guidelines applicable to bank holding companies. Interest on the Debentures I is payable semi-annually on
March 8 and September 8 of each year. The interest is deferrable on a cumulative basis for up to five consecutive
years following a suspension of d1v1dend payments on-all other capital stock. No principal payments are due until
maturity on March 8, 2030. .

On any March 8 or September 8 on or after March &, 2010 and prior to maturity, the Debentures I are
redeemable for cash at the option of the Company, on at least 30 but not more than 60 days notice, in whole or in
part, at the redemptron prices set forth in the table below plus accrued interest to the date of redemption:

If Redeemed Durmg Percentage of If Redeemed During Percentage of

12 Months Beginning Principal 12 Months Beginning Principal
March 8, Amount March 8, Amount

2010 105.44% 2016 102.18%
S 2011 . . 104.89% L2017 . o .101.63%
RV o 10435% L 8 . 101.09%
3 T T 1es1% 2019 , ‘ 100.54%

2014 o T 103.26% ) 2020 and after 1100.00%

205 o 102.72%

i Upon the occurrence of certain special events, the Company will have the rrght to call the securities at par
at any trme w1th the permrssxon of the Federal Reserve.

. On October 30, 2Q02, the Company, in a private placement, issued an additional $3.0 million (3,000 shares
with & Tiquidation amount of $1,000 per security) of Capital Trust Pass-through Securities (“TruPS II"") through a
newly formed, wholly-owned subsidiary, Guaranty (TX) Capital Trust II (the “Trust II”). The Trust II invested the
total proceeds from the sale of the TruPS$ II in Junior Subordinated Deferrable Interest Debentures (the “Debentures
I”) issued by. the Company. The Debentures I bear a fixed rate of interest of 7.94% for 10 years; thereafter, until
the maturity, the interest rate will float at 3.35% above the 3 month LIBOR. The net proceeds from the sale of the
Debentures 11 are being used to repurchase shares of the Company’s stock and provide for additional working capltal
to support growth -

With certain exceptions, the amount of the principal and any accrued and unpaid interest on the Debentures
II are subordinated in right of payment to the prior payment in full of all senior indebtedness of the Company. The
terms of the Debentures II are such that-they qualify as Tier 1 capital under the Federal Reserve Board’s regulatory
capital guidelines applicable to bank holding companies.  Interest on the Debenture II is payable quarterly..on
January 30, April 30, July 30, and October 30 of each year at a fixed rate per annum equal to 7.94%. until October
2012 and a-variable rate per annum, reset. quarterly, equal to LIBOR .plus 3.35%, thereafter. - The interest is
deferrable on a cumulative basis for up to five consecutive years following a suspension of dividend payrnents on all
other caprtal stock No pr1n01pal payments are due untll maturlty on October 30, 2032. .

: On any mterest payment date on or after October 30, 2012 and prror to maturrty date the Debentures Il are
redeemable for cash at the option of the Company, on at least 30 but not more than 60 days notice, in whole or in
part, at a redemption price equal to 100% of the principal amount to be redeemed plus accrued interest to the date of
redemption.

Due to FIN No. 46, Consolidation of Variable Interest Entities (see Recent Accounting Pronouncements),
the Company will no longer consolldate Trust 1 and Trust IT in its financial statements as of January 1, 2004. As a
result, the Company’s balance sheet will include $10.3 million of subordinated debt, which is currently included on
the balance sheet as $10.0 million in long-term debt after a consolidation elimination of $310,000. The overall
impact of this deconsolidation is not expected to be material to the Company’s consolidated financial statements. In
July 2003, the Federal Reserve issued a supervisory letter instructing bank holding companies to iinclude the long-
term debt in Tier I capital for regulatory purposes, subject to specrﬁed 11m1ts, until notice is grven to the contrary:
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At this time, it is not possible to estimate the effect, if any, on the Company’s Tier I regulatory capital as a result of
any future action taken by the Federal Reserve.

The following table sets forth the balance of contractual obligationé by maturity period as of December 31,
2003 (in thousands): .

Payments due by period
After One but  After Three but
Within Within Within After
] One Year Three Years Five Years . Five Years Total
Long-term debt : $ - % - 8 - 8 10,000 $ 10,000
Federal Home Loan Bank Advances 6,364 29,034 14,609 410 - 50,417
Total $ 6364 _$ 20,034 $ 14,609 $ 10410 8 60417

Capital Resources and Liquidity

Capital management consists of providing equity to support both current and future operations. The
Company is subject to capital adequacy requirements imposed by the Federal Reserve and the Bank is subject to
capital adequacy requirements imposed by the FDIC and the TDB. Both the Federal Reserve and the FDIC have
adopted risk-based capital requirements for assessing bank holding company and bank capital adequacy. These
standards define capital and establish minimum capital requirements in relation to assets and off-balance sheet
exposure, adjusted for credit risk. The risk-based capital standards currently in effect are designed to make
regulatory capital requirements more sensitive to differences in risk profiles among bank holding companies and
banks, to account for off-balance sheet exposure and to minimize disincentives for holding liquid assets. Assets and
off-balance sheet items are assigned to broad risk categories, each with appropriate relative risk weights. The
resulting capital ratios represent capital as a percentage of total risk-weighted assets and off-balance sheet items.

The risk-based capital standards issued by the Federal Reserve require all bank holding companies to have
"Tier 1 capital™ of at least 4.0% and "total risk-based" capital (Tier 1 and Tier 2) of at least 8.0% of total risk-
adjusted assets. "Tier 1 capital” generally includes common shareholders' equity and qualifying perpetual preferred
stock together ‘with related surpluses and retained earnings, less deductions for goodwill and various other
intangibles. "Tier 2 capital” may consist of a limited amount of intermediate-term preferred stock, a limited amount
of term subordinated debt, certain hybrid capital instruments and other debt securities, perpetual preferred stock not
qualifying as Tier 1 capital, and a limited amount of the general valuation allowance for loan losses. The sum of Tier
1 capital and Tier 2 capital is "total risk-based capital".

The Federal Reserve has also adopted guldelmes which supplement the risk-based capital guidelines with a
minimum ratio of Tier 1 capital to average total consolidated assets ("leverage ratio") of 3.0% for certain institutions
with well diversified risk, including no undue interest rate exposure; excellent asset quality; high liquidity; good
earnings; and that are generally considered to be strong banking organizations, rated composite 1 under applicable
federal guidelines, and that are not experiencing or anticipating significant growth. Other banking organizations are
required to maintain a leverage ratio of at least 4.0% to 5.0%. These rules further provide that banking organizations
experiencing internal growth or making acquisitions will be expected to maintain capital positions substantially
above the minimum supervisory levels and comparable to peer group averages, without significant rellance on
intangible assets.

Pursuant to FDICIA, each federal banking agency revised its risk-based capital standards to ensure that
those standards take adequate account of interest rate risk, concentration of credit risk and the risks of nontraditional
activities, as well as reflect the actual performance and expected risk of loss on multifamily mortgages. The Bank is
subject to capital adequacy guidelines of the FDIC that are substantially similar to the Federal Reserve's gunidelines.
Also pursuant to FDICIA, the FDIC has promulgated regulations setting the levels at which an insured institution
such as the Bank would be considéred "well capitalized," "adequately capitalized," "undercapitalized,” "significantly
undercapitalized” and "critically undercapitalized." The Bank is classified "well capitalized" for purposes of the
FDIC's prompt corrective action reg.llatlons See "Supervxsmn and Regulation — The Company" and " — The
Bank".




Shareholders equity mcreased to $36 4 million at December 31, 2003, from $34.6 million at December 31
2002, an increase of $1.8 million, or 5.2%. This increase was primarily the result of net earnings of $3.8 million,
offset by-the payment of common stock dividends of $1.1 million, the net decrease in unrealized gain on available-
for-sale securities of $874,000 and the purchase of treasury stock of $161,000.

The following table provides-a companson of the Company s and the Bank's leverage and r1sk-we1ghted
capital ratios as of December 31, 2003 to the minimum and well-capitalized regulatory standards:

To Be Well Capitalized Under Actual Ratio at

© Minimum Required Prompt Corrective Action Provisions December 31, 2003

The Company

Leverage ratio 4.00% : N/A . 8.32%

Tier 1 risk-based capital ratio 4.00% N/A 12.10%

Risk-based capital ratio 8.00% N/A 13.18%
The Bank -

Leverage ratio 3.00% @ B 5.00% 8.05%

Tier 1 risk-based capital ratio . 4.00% 6.00% ) 11.72%

Risk-based capital ratio 8.00% . 10.00% 12.81%

" The Federal Reserve may require the Company to maintain a leverage ratio above the required minimum,
%) The FDIC may require the Bank to maintain a leverage ratio above the required minimum.

‘At December 31, 2003, the’ Company's capital ratios exceeded the minimums required by regulatory
guidelines. The Company intends to maintain an optimal capital and leverage mix. Liquidity involves the
Company’s ability to raise funds to support asset growth or reduce assets to meet deposit withdrawals and other
payment obligations, to maintain reserve requirements and otherwise to operate the Company on an ongoing basis.
The Company's liquidity needs are met primarily by financing activities, which consists mainly of growth in core
deposits, supplemented by investment securities and earnings through operating activities. Access to purchased
funds from correspondent banks is available and has been utilized on occasion to take advantage of investment
opportunities.  The cash and federal funds sold position, supplemented by amortizing investments along with
payments and maturmes within the loan portfolio, have historically created an adequate liquidity position.

- The “Company's" 11qu1d1ty management objective is to meet maturing debt obligations, fund loan
commitments and deposit withdrawals, and manage operations on a cost effective basis. Management believes that
sufficient resources are available to meet the Company's liquidity objective through its debt maturity structure,
holdings of liquid assets, and access to the capital markets through a variety of funding vehicles. Proper liquidity
management is crucial to ensure that the Company is able to take advantage of new business opportunities as well as
meet the demands of its customers.

_The Bank's traditional fundmg sources consist primarily of core deposits, established federal funds and
other borrowmg lines with major banks, proceeds from matured investments, contracts to repurchase investment
securities and prmmpa] and interest repayments on loans.

o Management is not aware of aﬁy events that are reasonably likely to have a material adverse effect on the
Company's liquidity, capital resources or operations. In addition, management is not aware of any regulatory
recommendations regarding liquidity, which if implemented, would have a material adverse effect on the Company.

Off Balance Sheet Items

"The Corhpany enters into contractual commitments to extend credit, normally with fixed expiration dates or
termination clauses, at specified rates and for specific_purposes. Customers use credit commitments to ensure that
funds will be available for working capital purposes, for capital expend1ture§ and to ensure access to funds at
specified - terms and condltlons Substanually all of the Company’s ‘commitments to extend credit are contmgent
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upon customers maintaining specific credit standards at the time of loan funding. Management assesses the credit
risk associated with certain commitments to extend credit in determining the level of the allowance for loan losses.

Letters of credit are conditional commitments issued by the Company to guarantee the performance of a
customer to a third party. The Company’s policies generally require that letters of credit arrangemerits contain
security and debt covenants similar to those contained in loan agreements. In the event the customer does not
perform in accordance with the terms of the agreement with the third party, the Company would be required to fund
the commitment. The maximum potential amount of future payments the Company could be required to make is
represented by the contractual amount shown in the table below. If the commitment were funded, the Company
would be entitled to seek recovery from the customer. As of December 31, 2003 and December 31, 2002, no
amounts have been recorded as liabilities for the Bank’s potential obligations under these guarantees.

Outstanding commitments and letters of credit are approximately as follows:

Contract or
Notional Amount

2003 2002
(Dollars in thousand)

Commitments to extend credit $ 23,878 $ 27,838
Letters of credit 1,491 1,140

Industry Segments

‘ The principal business of the Company is overseeing the business of the Bank. The Company has no
51gn1ﬁcant assets other than its investment in the Bank; therefore, the banking operation is the Company’s only
reportable segment.

Recent Accounting Pronouncements

_ In April 2003, the Financial Accounting Standards Board (FASB) issued Statement of Financial
Accounting Standard (SFAS) No. 149, "Amendment of Statement 133 on Derivative Instruments and Hedging
Activities” (SFAS 149). SFAS 149 amends and clarifies accounting for derivative instruments and hedging activities
under Statement 133. In addition, this Statement clarifies under what circumstances a contract with an initial net
investment meets the characteristic of a derivative and when a.derivative contains a financing component that
warrants special reporting in the statement of cash flows. This statement is effective for contracts entered into or
modified after June 30, 2003. The Company s adoption of this statement did not have a material impact on the
Company's consolidated financial statements.

In May 2003, the FASB issued SFAS No. 150, Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity (SFAS 150). SFAS 150 established standards for how an issuer
classifies and measures certain financial instruments with characteristics of both liabilities and equity. It requires
that an issuer classify a financial instrument that is within its scope as a liability (or asset in some circumstances).
The Company adopted SFAS 150 on July 1, 2003 and such adoption did not have a material effect on its financial
position or results of operations. The effective date of SFAS 150 has been indefinitely deferred by the FASB for
certain mandatory redeemable mstruments when certain criteria are met. The Company has no instruments subject to
these provnslons

FIN No. 46, Consolidation of Variable Interest Entities, an interpretation of Accounting Research Bulletin
No. 51, establishes accounting guidance for consolidation of variable interest entities (VIE) that function to support
the activities of the primary beneficiary. Prior to the implementation of FIN 46, VIEs were generally consolidated by
an enterprise when the enterprise had a. controlling financial interest through ownership of a majority of voting
interest in the entity, The provisions of FIN 46 were effective immediately for all arrangements entered into after
January 31, 2003. In December 2003, the FASB issued a revision to FIN 46 (FIN 46R) which clarified certain
implementation issues and revised implementation dates for VIE’s created before January 31, 2003. Under the new
guidance, special effective date provisions apply to enterprises that have fully or partially applied FIN 46 prior to




issuance of the revised Interpretation. Otherwise, application of FIN 46R (or FIN 46) is required in financial
statements of public entities that have interests in special-purpose entities for periods ending after December 15,
2003. Application by public entities, other than small business issuers, for all other types of VIEs is required in
financial statements for periods ending after March 15, 2004. The Company has concluded that deconsolidation of
the trusts created upon the issuance of the trust preferred securities is necessary by March 31, 2004. In July 2003,
the Federal Reserve issued a supervisory letter instructing bank holding companies to include the trust preferred
securities in Tier [ capital for regulatory purposes until notice is given to the contrary. There can be no assurance
that the Federal Reserve will continue to permit institutions to include trust preferred securities in Tier 1 capital for
regulatory capital purposes.

The Emerging Issues Task Force (EITF) recently reached a consensus on Issue No. 03-1, “The Meaning of
Other-Than-Temporary Impairment and Its Application to Certain Investments,” which is effective for fiscal years
ending after December 15, 2003. EITF 03-1 requires additional disclosures related to unrealized losses that are
temporary. Investments classified as held to maturity and available for sale with unrealized losses that are
temporary must be separated into (i) losses that have existed for less than 12 months and (ii) losses that have existed
for more than 12 months. The Company has adopted the disclosure requirements as of December 31, 2003.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

The Company's Asset Liability and Funds Management Policy provides management with the necessary
guidelines for effective funds management, and the Company has established a measurement system for monitoring
its net interest rate sensitivity position. The Company manages its sensitivity position within established guidelines::

Interest rate risk is managed by the Asset Liability Committee ("ALCO"), which is composed of senior
officers of the Company, in accordance with policies approved by the Company's Board of Directors. The ALCO
formulates strategies based on appropriate levels in interest rate risk. In determining the appropriate level of interest
rate risk, the ALCO considers the impact on earnings and capital based on the current outlook on interest rates,
potential changes in interest rates, regional economies, liquidity, business strategies, and other factors.. The ALCO
meets regularly to review, among other things, the sensitivity of assets and liabilities to interest rate changes, the
book and market values of assets and liabilities, unrealized gains and losses, purchase and sale activity,
commitments to originate loans, and the maturities of investments and borrowings. Additionally, the ALCO reviews
liquidity, cash flow flexibility, maturities of deposits and consumer and commercial deposit activity. Management
uses two methodologies to manage interest rate risk: (i) an analysis of relationships between interest-earning assets
and interest-bearing liabilities; and (ii) interest rate shock simulation models. The Company has traditionally
managed its business to reduce its overall exposure to changes in interest rates, however, under current policies of
the Company’s Board of Directors, management has been given some latitude to increase the Company’s interest
rate sensitivity position within certain limits if, in management’s judgment, it will enhance profitability. As a result,
changes in market interest rates may have a greater impact on the Company’s financial performance in the future
than they have had historically.

To effectively measure and manage interest rate risk, the Company uses interest rate shock simulation
models to determine the impact on net interest income under various interest rate scenarios, balance sheet trends and
strategies. From these simulations, interest rate risk is quantified and appropriate strategies are developed and
implemented.  Additionally, duration and market value sensitivity measures are utilized when they provide added
value to the overall interest rate risk management process. The overall interest rate risk position and strategies are
reviewed by the Company’s Board of Directors on an ongoing basis. The Company manages its exposure to interest
rates by structuring its balance sheet in the ordinary course of business. The Company does not currently enter into
instruments such as leveraged derivatives, structured notes, interest rate swaps, caps, floors, financial options,
financial futures contracts or forward delivery contracts for the purpose of reducing interest rate risk.
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" The impact on future net earnings based on interest sensitive assets and liabilities held at December 31,
2003 using the interest rate shock simulation is as follows:

Change in- Net Change in
Interest Rates - Earnings Net Earnings
(Dollars in thousand)

+300 S 5936 $ 496 -
+200 5,933 493
+100 5,746 306
Base -+ 5,440 -
- 100 4,595 (845)
i =200 3,404 (2,036)
-300 . 2,008 (3,432)

An interest rate sensitive asset or liability-is one that, within a defined time period, either matures or
experiences an interest rate change in line with general market interest rates. The management of interest rate risk is
performed by analyzing the maturity and repricing relationships between interest-earning assets and interest-bearing
liabilities at specific points in time ("GAP") and by analyzing the effects of interest rate changes on net interest
income over specific periods of time by projecting the performance of the mix of assets and liabilities in varied
interest rate environiments. Interest rate sensitivity reflects the potential effect on net interest income of a movement
in interest rates. A company is considered to be asset sensitive, or having a positive GAP, when the amount of its
interest-earning assets maturing or repricing within a given period exceeds the amount of its interest-bearing
liabilities also maturing or repricing within that time period. Conversely, a company is considered to be liability
sensitive, or having a negative GAP, when the amount of its interest-bearing liabilities maturing or repricing within
a given period exceeds the amount of its interest-earning assets also' maturing or repricing within that time period.
During a period .of rising interest rates, a negative GAP would tend to affect net interest income adversely, while a
positive' GAP would tend to result. in an increase in net interest income. During a period of falling interest rates, a
negative GAP would tend to result in an increase in net interest income, while a positive GAP would tend to affect
net interest-income adversely. However, it is management’s intent to achieve a proper balance so that incorrect rate
forecasts should not have a significant impact on earnings.




- The following table sets forth an interest rate sensitivity analysis for the Company at December 31, 2003:

Volumes Subject to Repricing Within

0-30 31-180 181-365 1-3 3-5 Greater than
. days _days . " days . years years 5 years Total

’ (Dollars in thousands)
Interest-earning assets:

Interest-bearing time deposits . -8 6178 % 598 % - 8 - 8 - % . 677
Securities _ 2,011 12;824 12,662 49,535 17,322 5260 - 99,614-
Loans T U397 89209 T 73219 127,282 1 4206 365514
Federal funds sold : . oo . . ; T

Total interest-earning assets L ~ 73,408 108;301" - 86,479 176,817 . 17433 - . 9,466 471,904

Interest-bearing Iiabilifjes:
NOW, money market and

savings deposits . L 119,735 . P - - - -119,735
Certificates of deposit and o L S ’
other time deposits 19876 69842 80,404 28,328 1733 - - 124 218910
Pederal funds purchased . 7205, . 0 - . - - - 7295
FHLB advances T T TR ases T T T 60 28,400 14403 . 1410 . 50417
Long-term debt - - - - - ) 10,000 ’ I0,00C.' ‘
Total interest-bearing )
liabilities ' 146,923 72,427 84.006 56,728 31,739 11,534 403,357
Period GAP $ (73,515) & 35874 § 2,473 $ 120,089 $ (14306) $ (2,068) § 68,547
Cumulative GAP o §  (73,515) 3§ (37,641) $ (35,168) $ 84,921 § 70615 § 68,547
Period GAP to total assets R 14.22)% 694% T ~048% 23.22% QIN% (0.40)%
Cumulative GAP to total assets (14.20% (7.28)% (6.80)% 16.42% 13.66% 13.26%

Cumulative interest-earning assets )
to cumulative interest-bearing o a e R
liabilities <7 49.96% ¢ 82:84% 88.41% 123.58% 118.02% 116.99%

The Companys one-year cumulative GAP position at December 31, 2003, was negative $35 2 million or
6.80% of assets. This is a one-day position that is continually changing and is not indicative. of the Company's
position at any other time. While the GAP posmon is a useful tool in measuring interest rate risk and contributes
toward effective asset and liability'management, itis difficult to predict the effect of changing interest rates solely
on that measure, without accountmg for alterations in the maturity or repricing characteristics of the balance sheet
_that occur during changes in market interest rates. For example, the GAP position reflects only the prepayment
assumptions pertaining to the current rate environment. Assets tend to prepay more rapidly during periods of
declining interest rates than during periods of rising interest rates. Because of this and other risk. factors not
contemplated by the GAP position, an institution could have a matched GAP: position in the: currént rate
environment and still have its nef interest income exposed to increased rate risk. To better qualify and account for
the variables .not incorporated into GAP: analysis, the Company utilizes an interest rate simulation model as
discussed previously. The Company maintains a Rate Committee and the ALCO that feviews the Company's
interest rate risk position on a weekly or monthly basis, respectively.

Item 8. Financial Statements and Supplementary Data

The financial statements, the reports thereon, the. notes thereto and supplementary data commence at page
F-1 of this Annual Report on Form 10-K. :
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Condensed quarterly results of operations for the years ended December 31, 2003 and 2002 were as
follows:

QUARTER ENDED 2003
(unaudited)
Dec. 31. Sept. 30 June 30 March 31
(Dollars in thousands, except per share data)

Interest income $ 6,799 § 6,722 $ 7001 $ 7,042
Interest expense 2,229 2,413 2,771 2,829
Net interest income ' 4,570 4,309 4,230 ‘ 4,213
Provision for loan losses ‘ , 300 250 150 375
Net interest income after provision for loan losses 4270 . - - 4,059 4,080 3,838
Noninterest income 1,155 1,209 1,187 1,386
Noninterest expense 3918 3,963 4,004 3,952
Earnings before taxes 1,507 1,305 1,263 1,272
Provision for income tax expense 418 370 478 237
Net earnings $ 1,089 § 935 % 785 - § 1,035
Earnings per common share: » ‘

Basic o $ 037 $ .. 032 % 027 § 0.36

Diluted $ 037 § . 031 § 027 § 0.35

QUARTER ENDED 2002
(unaudited)
Dec. 31 Sept. 30 June 30 March 31
(Dollars in thousands, except per share data)

Interest income $ 7324 §$ 7357 % 7,194 § 7,080
Interest expense . - 2,972 3,061 3,099 3,140
Net interest income ‘4,352 4,296 4,095 T 3,940
Provision for loan losses ' 225 ' 335 450 250
Net interest income after provision for loan losses 4,127 3,961 3,645 . 3,690
Noninterest income ) ‘1,320 1,227 1,475 1,034
Noninterest expense _ o 3,945 3,683 3,574 . 3,490
Earnings before taxes 1,502 - 1,505 1,546 - 1,234
Provision for income tax expense , 292 ( - 413 453 - 252
Net earnings ' $ < 1,210 $° 1,092 § 1,093  § 982
Earnings per common share: ‘ o

Basic ' $ 041 % 036 $ . 036 S 0.33

Diluted $ 040 $ 036 $ 036 $ 0.33

Item 9. Changes in and Disagreements with Atcountants on Accounting and Financial Disclosure

None




Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

As of the end of the period covered by this report, the Company conducted an evaluation, under the
supervision and with the participation of the principal executive officer and principal financial officer, of the
effectiveness of the design and operation of the Company’s disclosure controls and procedures (as defined in Rules
13a-15(e) and 15d-15(e) under the Securities and Exchange Act of 1934 (the “Exchange Act”)).. Based on this
evaluation, the principal executive officer and principal financial officer concluded that the Company’s-disclosure
controls and procedures are effective to ensure that information required to be disclosed by the Company in reports
that it files or submits under the Exchange Act is recorded, processed, summarized and reported to the Company’s
management within the time periods specified in Securities and Exchange Commission rules and forms.

Changes in Internal Controls '
There were no significant changes in the Company’s internal control over financial reporting that occurred

during the Company’s most recent year-end that have materially affected, or are reasonably likely to materially
affect, the Company’s internal control over financial reporting.

PART 111
Item 10. Directors and Exécutive Ofﬁcers of fhe Registrant

The information under the captions "Election of Directors," "Continuing Directors and Executive Officers"
and "Section 16(a) Beneficial Ownership Reporting Compliance” in the Company's definitive Proxy Statement
relating to its 2004 Annual Meeting of Shareholders (the "2004 Proxy Statement"), which will be filed within 120
days after December 31, 2003, is incorporated herein by reference in response to this item.

We have adopted a Code of Ethics that applies to our Chief Executive Officer and our Chief Financial
Officer. A copy of the Code of Ethics can be obtained at no charge by making a written request to Chﬁon A. Payne,
P.O. Box 1158, Mt, Pleasant, TX 75456; telephone number (903) 572-9881.
Item 11. Executtve Compensation

They ”information under the caption "Executive Compensation and Other Matters" in the 2004 Proxy
Statement, which will be filed within 120 days after December 31, 2003, is incorporated herein by reference in
response to this item.
Item 12, Secu_rity Ownership of Certain Beneficial Owners and Management

The information under the caption "Beneficial Ownership of Common Stock by Management of the

Company and Principal Shareholders” in the 2004 Proxy Statement, which will be filed within 120 days after
December 31, 2003, is incorporated herein by reference in response to this item.

Item 13. Certain Relationships and Related Transactions

The information under the caption "Interests of Management and Others in Certain Transactions" in the
2004 Proxy Statement, which will be filed within 120 days after December 31, 2003 is incorporated herein by
reference in response to this item.
Item 14. Principal Accountant Fees and Services :

The information under the caption “Principal Accountant Fees and Services” in the 2004 Proxy Statement,

which will be filed within 120 days after December 31, 2003, is incorporated herein by reference in response to this
item.
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PART 1V
Item 15. Exhibits, Financial Statement Schedules, and Reports on Form 8-K
Consolidated Financial Statements and Schedules

Reference is made to the Financial Statements, the reports thereon, the notes thereto and supplementary
data commencing at page F-1 of this Annual Report on Form 10-K. Set forth below is a list of such Flnancxal
Statements:

Independent Auditor’s Report

Consolidated Balance Sheets as of December 31, 2003 and 2002

Consolidated Statements of Earnings for the Years Ended December 31, 2003, 2002 and 2001

Consolidated Statements of Changes in Shareholders' Equity for the Years Ended December 31, 2003, 2002
and 2001

Consolidated Statements of Cash Flows for the Years Ended December 31, 2003 2002 and 2001

Notes to Consolidated Financial Statements

Financial Statement Schedules

All supplemental schedules are omitted as inapplicable or because the required information is included in
the Consolidated Financial Statements or notes thereto. :
Exhibits

Each exhibit marked with an asterisk is filed with this Annual Report on Form 10-K.

Exhibit Number S Description
2.1 Agreement and Plan of Reorganization dated as of April 23, 1999 between First American

Financial Corporation and Guaranty Bancshares, Inc. (incorporated herein by reference to
Exhibit 2.1 to the Company’s Registration Statement on Form S-4 (Registration No. 333-
81881)).

22 First Amendment to the Agreement and Plan of Reorganization between First American
Financial Corporation and Guaranty Bancshares, Inc. (incorporated herein by reference to
Exhibit 2.2 to the Company’s Registration Statement on Form S-4 (Registration No. 333-
81881)). '

23 Second Amendment to the Agreement and Plan of Reorganization between First American
Financial Corporation and Guaranty Bancshares, Inc. (incorporated herein by reference to
Exhibit 2.3 to the Company’s Registration Statement on Form S-4 (Registration No. 333-
81881)). ' .

3.1 Amended Articles of Incorporation of the Company- (incorporated herein by reference to
Exhibit 3.1 to the Company's Registration Statement on Form S-1 (Registration
No. 333-48959) (the "Registration Statement")).

32 Amended and Restated Bylaws of the Company (incorporated herein by reference to Exhibit
3.2 to the Registration Statement).

4 Specimen form of certificate evidencing the Common Stock (incorporated herein by reference
to Exhibit 4 to the Registration Statement).

4.1 Amended and Restated Declaration of Trust — Guaranty (TX) Trust I — Dated as of March 23,
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2000 (incorporated herein by reference to Exhibit 10 to the Company’s quarterly report Form
10-Q for the quarter ended March 31, 2000 filed on May 185, 2000).

4.2%* Junior Subordinated Indenture befwéén Guaranty Bancshares, Inc. and The Bank of New
4 York, as trustee, dated as of October 30, 2002.
S 100+ - Guaranty Bancshares, Inc. 1998 Stock Incentive Plan (mcorporated herein by reference to

Exhibit 10.1 to the Registration Statement).

10.2 Amended and Restated Guaranty Bancshares, Inc. Employee Stock Ownership Plan with
401(k) Provisions dated December 18, 2001 (incorporated herein by reference to Exhibit 10.2
to the Company’s Annual Report on Form 10-K for year ended December 31, 2001).

21* Subsidiaries of Guaranty Bancshares, Inc.

23* Consent of McGladrey & Pullen, LLP

31.1* Certification of the Chief Executive Officer pursuant to Rule 13a-14(a) of the Securities
Exchange Act of 1934, as amended, pursuant to Section 302 of the Sarbanes-Oxley Act of
2002. . :

31.2% - Certiﬁcation of the Chief Financial Officer pursuant to Rule 13a-14(a) of the Securities
Exchange Act of 1934, as amended, pursuant to Sectxon 302 of the Sarbanes-Oxley Act of
2002. ’

32.1% Certification of Chief Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted -
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

32.2% Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section'906 of the Sarbanes-Oxley Act of 2002

- * Filed herewith
** This exhibit is not filed herewith because it meets the exclusion set forth in Section
601(b)(4)(iii)(A) of Regulation S-K and the Company hereby agrees to furnish a copy thereof
to the Commission upon request.
+ Management contract or compensatory plan or arrangement
Reports on Form 8-K

The Company filed a current report on Form 8-K under Item 7 and Item 12 of Form 8-K on
October 29, 2003 to announce the release of the Company’s earnings for the third quarter
2003.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended,
Guaranty Bancshares, Inc., has duly. caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized, in the City of Mount Pleasant and the State of Texas on March 15, 2004.

GUARANTY BANCSHARES, INC.
By:___ /s/_ARTHUR B.SCHARLACH, JR.

Arthur B. Scharlach, Jr.
President & Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, as amended, this report or amendment
thereto has been signed by the following persons in the indicated capacities on March 15, 2004.

Signatu_re ) - Paositions

s/ EILL G. JONES
Bill G. Jones Chairman of the Board

" /s/ ARTHUR B. SCHARLACH, JR. . - -
Arthur B. Scharlach, Jr. President and Chief Executive
Officer and Director

/s/ CLIFTON A, PAYNE
Clifton A. Payne Senior Vice President, Secretary &
. -+ Chief Financial Officer and Director
_ (principal financial officer and
principal accounting officer)

/s/ TYSON T. ABSTON
Tyson T. Abston Senior Vice President and Director

/s/ JONICE CRANE ,
Jonice Crane , . Director

/s/ C.A. HINTON, SR.
C. A. Hinton, Sr. Director.

/s/ CARL JOHNSON, JR.
Carl Johnson, Jr. Director

/s/ WELDON MILLER :
Weldon Miller Director

/s/ BILL PRIEFERT
Bill Priefert Director

/8! GENE WATSON
Gene Watson Director
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Independent Auditor’s Report

The Board of Directors and Stockholders
Guaranty Bancshares, Inc.

We have audited the accompanying consolidated balance sheets of Guaranty Bancshares, Inc. and Subsidiaries (the
Company) as of December 31, 2003 and 2002, and ‘the related consolidated statements of earnings, changes in
shareholders' equity and cash flows for each of the three years in the period ended December 31, 2003. These
consolidated financial statements are the responsibility of the Company's management. Our responsibility is to express
- an opinion on these consolidated financial statements based on our audits. . :

We conducted our audits in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audits to obtain reasonable assurance about whether the
consolidated financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the consolidated financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of Guaranty Bancshares, Inc. and Subsidiaries as of December 31, 2003 and 2002, and the results of their

operations and their cash flows for each of the three years in the period ended December 31, 2003, in conformity with
accounting principles generally accepted in the United States of America.

/s MCGLADREY & PULLEN, LLP

Dallas, Texas
January 16, 2004
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GUARANTY BANCSHARES, INC.
CONSOLIDATED BALANCE SHEETS
December 31, 2003 and 2002
(Dollars in thousands, except par value)

2003 2002

Assets
Cash and due from banks $ 20,630 $ 18,244
Interest-bearing deposits 186 -
Total cash and cash equivalents 20,816 18,244
Interest-bearing time deposits 6,776 , -
Federal funds sold - - 1,530
Securities available-for-sale 99,614 106,992
Loans held for sale 1,244 5,727
Loans, net.of allowance for loan losses of $3,906 and $3,692 360,364 356,196
Premises and equipment, net , 13,183 13,565
Other real estate 743 1,111
Accrued interest receivable 2,638 3,002
Goodwill : 2,338 2,338
Other assets . . 9,362 9,263
$ 517,078 $ 517,968
Liabilities and Shareholders’ Equity
Liabilities -
Deposits
Noninterest-bearing $ 72,202 - § 68,514
Interest-bearing 335,645 356,436
Total deposits 407,847 424,950
Accrued interest and other liabilities 5,071 5,611
Federal funds purchased T 7,295 -
Federal Home Loan Bank advances .. 50,417 42,763
Long-term debt . . 10,000 10,000
Total liabilities 480,630 483,324
Shareholders' equity
Preferred stock, $5.00 par value, 15,000,000 shares authorized,

no shares issued o - -
Common stock, $1.00 par value, 50,000,000 shares authorized, ' ‘

3,252,016 shares issued 3,252 3,252
Additional paid-in capital : 12,801 12,725
Retained earnings 23,912 21,149
Treasury stock, 330,088 and 320,088 shares at cost (3,981) (3,820)
Accumulated other comprehensive income 464 1,338

Total shareholders’ equity 36,448 34,644
$ 517,078 $ 517,968

See accompanying notes to consolidated financial statements.
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: GUARANTY BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF EARNINGS
Years Ended December 31, 2003, 2002 and 2001
(Dollars in thousands, except per share amounts)

2003 2002 2001
Interest income
Loans, including fees $ 23,473 § 24,119 % - 24,591
Securities o
Taxable 3,919 4,470 - 4,280
Nontaxable 58 - ‘59 413
Federal funds sold and interest-bearing deposits 114 - 207 . 577
Total interest income 27,564 28,955 29,861
Interest expense ‘
Deposits 7,240 9,837 14,836
FHLB advances and federal funds purchased 2,001 1,639 © 755
Long-term debt 1,001 796 772
Total interest expense 10,242 12,272 16,363
Net interest income 17,322 16,683 13,498
Provision for loan losses 1,075 1,260 1,385
Net interest income after provision for loan losses 16,247 15,423 12,113
Noninterest income
Service charges 2.869 , 2,957 2,678
Net realized gain on securities transactions 188 . 380 416
Other operating income 1,880 1,719 3,107
Total noninterest income 4,937 5,056 6,201
Noninterest expense
Employee compensation and benefits 9,371 8,711 7,592
Occupancy expenses _— : 2,019 1,992 1,901
Other operating expenses 4,447 3,989 4,026
Total noninterest expense s , 15,837 14,692 13,519
Earnings before provision for income taxes 5,347 5,787 4,795
Provision for income taxes _
Current ) 1,065 1,191
Deferred - 542 345 314
Total provision for income taxes 1,503 1,410 1,505
Net Earnings o $ 3844  § 4377 § 3,290
Basic earnings per common share $ 132§ 146  § 1.09
Diluted earnings per common share $ 130 § 145  $ 1.09

See accompanying notes to consolidated financial statements.




o ' GUARANTY BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS' EQUITY
Years Ended December 31, 2003, 2002, and 2001
(Dollars in thousands, except per share amounts)

Accumulated ’
Other Total
Preferred Common  Additional Retained -~ Comprehensive Treasury Shareholders'
Stock Stock Capital Earnings _ Income Stock Equity
Balance at January 1, 2001 5 - 8§ 3250 8 12659 § 15274 3% 462 3 (2,220) $ 29,425
Comprehensive Income:
Net earnings . - . - 3,290 - - 3,290
Change in net unrealized gain on
securities available for sale, net of
reclassification and tax effects - - - - - 386 - 386
Total comprehensive income ‘ - - - . - - 3,676
Purchase of treasury stock - - - - - (433) (433)
Dividends:

Common - $0.28 per share - - - (841) - - ~ (84D
Balance at December 31, 2001 - 3,250 12,659 17,723 848 (2,653) 31,827
Comprehensive Income: .

Net earnings - - - 4,377 - - 4,377

Change in net unrealized gain on ~

securities available for sale, net of
reclassification and tax effects - - - - 490 . 490
Total comprehensive income . - - - - - - 4,867
Stock-based compensation expense - - 49 - - - 49
Exercise of stock options - 2 17 - - - 19
Purchase of tx;éésury stock - - - - - (1,167) (1,167)
Dividends: -

Common - $0.32 per share - - - 951 - - (951)
Balance at December 31, 2002 - 3,252 12,725 21,149 1,338 (3,820) 34,644
Comprehensive Income: )

Net earnings - - - 3,844 - - 3,844

Change in net unrealized gain on

securities available for sale, net of
reclassification and tax effects - - - - - (874) - (874)
Total comprehensive income - - - - - - 2,970

Stock-based compensation expense - - 76 - - - 76
Purchase of treasury stock - - - - - (161) (161)
Dividends: :

Common - $0.37 per share - - - (1,081) - - (1,081)
Balance at December 31, 2003 3 - $ 3252 § 12801 § 23912 § 464 $  (3981) § 36,448

See accompanying notes to consolidated financial statements.



GUARANTY BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31, 2003, 2002 and 2001

(Dollars in thousands)

2003 2002 2001
Cash flows from operating activities
Net earnings $ 3,844 $ 4377 % 3,290
Adjustments to reconcile net earnings to net cash from operating
activities: - . ‘ R .
Depreciation and amortization 1,149 1,129 1,134
Net securities amortization (accretion) - 1,639 809 (67
Net realized gain on securities transactions ‘ (188) (380) (416
Gain on loans held for sale (586) (272 (98
Provision for loan losses 1,075 1,260 1,385
Net change in loans held for sale 5,069 . (3,821 (1,36
" Write-down of other real estate and repossessed assets 59. . 37 .
Net (gain) loss on sale of premises, equipment and other real estate (32) . 64 (21
Provision for Aircraft Finance Trust impairment 60 - .
Loss on impairment of investment in Aircraft Finance Trust 113 - - 1,50
Net change in accrued interest receivable and other assets (96) 2,100 - (2,48
Net change in accrued interest payable and other liabilities 91) 47 - 1,174
Stock-based compensation expense 76 49 o
Net cash provided by operating activities 12,091 5,399 3,846
Cash flows from investing activities '
Purchases of interest-bearing time deposits’ ' (6,776) - - -
Securities available for sale: ' '
Purchases (95,857) (95,863)
Proceeds from sales and principal repayments 100,524 70,962
Purchases of premises and equipment . (642) . (940)
Proceeds from sale of premises, equipment and other real estate ' 1,537 . 3,338
Net increase in loans (6,439) (35,170) .
Net change in federal funds sold : 1,530 2,865
Net cash used in investing activities 6,123) - (54,808)
-Cash flows from financing activities : '
Net change in deposits » (17,103) - 41,671
Net change in federal funds purchased 7,295 SR -
Proceeds from FHLB advances 13,000 20,000
Repayment of FHLB advances (5,346) (10,329)
Proceeds from long-term debt ‘ T - 3,000
Purchase of treasury stock ) : @ae1y (1,167
Exercise of stock options - 19
Cash dividends paid (1,081) (951)
Net cash (used in) provided by financing activities (3,3%906) 52,243
Net change in cash and cash equivalents -~ - ' = 2,572 2,834
Cash and cash equivalents at beginning of year 18,244 15,410
Cash and cash equivalents at end of year $ 20,816 3 18,244 b

See accompanying notes to consolidated financial statements.




GUARANTY BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Doliars in thousands)

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The following is a summary of the significant accounting policies followed in the preparation of the
consolidated financial statements. The policies conform to accounting principles generally accepted in the United
States of America and to general practices within the banking industry.

Principles of Consolidation

The consolidated financial statements include the accounts of Guaranty Bancshares, Inc and its wholly-
owned subsidiaries, Guaranty (TX) Capital Trust I, Guaranty (TX) Capital Trust II, and Guaranty Financial Corp.,
Inc., which wholly owns Guaranty Bond Bank, formally Guaranty Bank (“Bank”). Guaranty Bond Bank has three
wholly owned non-bank subsidiaries, Guaranty Leasing Company, Guaranty Company and GB Com, Inc., and
partial interests in two non-bank subsidiaries, BSC Securities, L.C, (“BSC”) and Independent Bank Services, L.C.
(“IBS™). All entities combined are collectively referred to as the “Company.” All significant intercompany
balances and transactions have been eliminated in consolidation.

Nature of Operations

The Company operates ten locations in Northeast Texas and one location in Fort Stockton, Texas. The
Company’s main sources of income are derived from granting loans primarily in Northeast Texas and investing in
securities issued by the U.S. Treasury, U.S. government agencies and state and political subdivisions. A variety of
financial products and services are provided to individual and corporate customers. The primary deposit products
are checking accounts, money market accounts, and certificates of deposit. The primary lending products are real
estate, commercial, and consumer loans. Although the Company has a diversified loan portfolio, a substantial
portion of its debtors’ abilities to honor contracts is dependent on the economy of the area.

Use of Estimates

To prepare financial statements in conformity with accounting principles generally accepted in the United
States of America, management makes estimates and assumptions based on available information. These estimates
and assumptions affect the amounts reported in the financial statements and the disclosures provided, and actual
future results could differ. The allowance for loan losses, fair values of financial instruments, the status of
contingencies, and the value of the Company’s recorded investment in the Aircraft Finance Trust (*AFT”) are
particularly subject to change.

Cash Equivalents and Supplemental Cash Flow Information

Cash and cash equivalents include cash, due from banks and interest-bearing deposits with other banks,
which have initial maturities less than 90 days. Net cash flows are reported for loan and deposit transactions, and
short-term borrowings with initial maturities less than 90 days.

In 2003, 2002 and 2001, cash paid for interest totaled $10,554, $12,505, and $15,974, respectively, and
cash paid for income taxes totaled $780, $1,320, and $104, respectively. Significant noncash transactions included
transfers from loans to other real estate and repossessed assets of $1,196, $3,988, and $2,157 in 2003, 2002 and
2001, respectively.

Securities

Securities are classified as held to maturity and carried at amortized cost when management has the
positive intent and ability to hold them to maturity. Securities are classified as available for sale when they might be
sold before maturity. Securities available for sale are carried at fair value, with unrealized holding gains and losses
reported in other comprehensive income. Management determines the appropriate classification of securities at the
time of purchase. Restricted securities such as stock in the Independent Bankers Financial Corporation, the Federal
Home Loan Bank and Independent Bankers Capital Fund, L.P. are carried at cost.



GUARANTY BANCSHARES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Interest income includes amortization of purchase premiums and discounts. Gains and losses on sales are
based on the amortized cost of the security sold. Securities are written down to fair value when a decline in fair
value is not temporary.

Loans Held For Sale

Certain residential mortgage loans are originated for sale in the secondary mortgage-loan market. These
loans are carried at the lower of cost or estimated fair value in the aggregate. Net unrealized losses are recognized
through a valuation allowance by charges to income. To mitigate the interest rate risk, fixed commitments may be
obtained at the time loans are originated or identified for sale. The Company did not have any fixed commitments
at December 31, 2003 and 2002. All sales are made without recourse.

Loans

Loans are reported at the principal amount outstanding, net of unearned discounts and an allowance for
loan losses. Unearned discounts on installment loans are recognized using a method that approximates a level yield
over the term of the loans. Interest on other loans is reported on the level yield interest method and includes
amortization of net deferred loan fees and costs over the loan term.

Interest income is not reported when full loan repayment is in doubt, typically when the loan is impaired or
payments are past due 90 days or more. Payments received on such loans are reported as principal reductions.

Allowance for Loan Losses

The allowance for loan losses is a reserve established through a provision for loan losses charged to
expense, which represents management’s best estimate of probable losses that have been incurred within the
existing portfolio of loans. The allowance, in the judgment of management, is necessary to reserve for estimated
loan losses and risks inherent in the loan portfolic. While management utilizes its best judgment and information
available, the ultimate adequacy of the allowance is dependent upon a variety of factors, including the performance
of the bank’s loan portfolio, the economy, changes in real estate values and interest rates and the view of the
regulatory authorities toward loan classifications.

Management estimates the allowance balance required, in part, by review of the loan portfolio to evaluate
potential problem loans. Potential problem loans are classified and separately monitored by management. Loans
internally classified as “special mention” are those that contain a weakness that, if left unattended, could develop
into a problem affecting the ultimate collectibility of the loan. Loans internally classified as “substandard” are those
loans with clear and defined weaknesses such as highly leveraged positions, unfavorable financial ratios, uncertain
repayment sources or poor financial condition, which may jeopardize recoverability of the loan. Loans internally
classified as “doubtful” are those loans that have characteristics similar to substandard loans, but also have an
increased risk that a loss may occur or at least a portion of the loan may require a charge-off if liquidated at present.
Although loans classified as substandard do not duplicate loans classified as doubtful, both substandard and doubtful
loans may include some loans that are past due at least 90 days, are on nonaccrual status or have been restructured.
Loans internally classified as “loss” are those loans that are in the process of being charged off.

Loan impairment is reported when full payment under the loan terms is not expected. Loans are evaluated
for impairment when payments are delayed, typically 90 days or more, or when analysis of a borrower’s operating
results and financial condition indicates the borrower’s underlying cash flows are not adequate to meet debt service
requirements and it is probable that not all principal and interest amounts will be collected according to the original
terms of the loan. Impairment is evaluated in total for smaller-balance loans of similar nature such as residential
mortgage and consumer loans and on an individual loan basis for other loans. If a loan is impaired, a portion of the
allowance is allocated so that the loan is reported, net, at the present value of estimated future cash flows using the
loan’s existing rate or at the fair value of collateral if repayment is expected solely from the collateral. Impaired
loans, or portions thereof, are charged off when deemed uncollectible.
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GUARANTY BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

In addition to allocations made for specific classified loans, general reserve allocations are made after
consideration of such factors as past loan loss experience, general prevailing economic conditions, the nature,
composition and volume of the loan portfolio, and other qualitative factors based on management’s judgment.

While portions of allowance may be allocated for specific credits, the entire allowance is available for any
credit that, in management’s judgment, should be charged-off.

Premises and Equipment

Premises and equipment are stated at cost, less accumulated depreciation. Depreciation is provided on the
. straight-line method over the estimated useful lives of the related assets. Maintenance, repairs and minor
improvements are charged to noninterest expense as incurred.

Other Real Estate

: Assets acquired through, or in lieu of, foreclosure are initially recorded at fair value when acquired,
establishing a new cost basis. If fair value declines, a valuation allowance is recorded through expense. Costs after
acquisition are expensed.

Goodwill

On January 1, 2002, the Company stopped amortizing goodwill and adopted a new policy for measuring
goodwill for impairment. No impairment of goodwill was recognized in connection with the adoption of this new
policy. Under the new policy, goodwill is assigned to reporting units. The Company currently operates as a single
reporting unit and all of the reported goodwill is associated with the entire Company. Goodwill is then tested for
impairment at least annually, or on an interim basis if an event occurs or circumstances change that would more-
likely-than-not reduce the fair value of the reporting unit below its carrying value. Goodwill is tested for impairment
using a two-step approach. The first step is to compare the fair value of the reporting unit to its carrying amount,
including goodwill. If the fair value of the reporting unit is greater than its carrying amount, goodwill is not
considered impaired and the second step is not required. If the fair value of the reporting unit is less than its carrying
amount, the second step of the impairment test measures the amount of the impairment loss, if any. The second step
of the impairment test is to compare the implied fair value of goodwill to its carrying amount. If the carrying amount
of goodwill exceeds its implied fair value, an impairment loss is recognized equal to that excess. The implied fair
value of goodwill is calculated in the same manner that goodwill is calculated in a business combination, whereby
" the fair value of the reporting unit is allocated to all of the assets and liabilities of that unit (including any
unrecognized intangible assets) as if the reporting unit had been acquired in a business combination and the fair
value of the reporting unit was the purchase price. The excess “purchase price” over the amounts assigned to assets
and liabilities would be the implied fair value of goodwill.
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GUARANTY BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Prior to January 1, 2002, goodwill had been amortized over a 20-year period. The following table presents
reported net income and earnings per common share for the year ended December 31, 2001 adjusted to exclude
goodwill amortization expense.

2001
Reported net income $ 3,290
Add back amortization of goodwill 150
Adjusted net income $ 3,440
Reported earnings per share - basic and diluted $ 1.09
Add back goodwill amortization 0.05
Adjusted earnings per share - basic and diluted $ 1.14

Intangible Assets and Other Long-Lived Assets

Intangible assets with definite useful lives are amortized on a straight-line basis over their estimated-useful
life. Intangible assets, premises and equipment and other long-lived assets are tested for impairment whenever
events or changes in circumstances indicate the carrying amount of the assets may not be recoverable from future
undiscounted cash flows. If impaired, the assets are recorded at fair value.

Income Taxes

Income tax expense is the total of the current year income tax due or refundable and the change in deferred
tax assets and liabilities. Deferred tax assets and liabilities are the expected future tax amounts for the temporary
differences between carrying amounts and tax bases of assets and liabilities, computed using enacted tax rates. A
valuation allowance, if needed, reduces deferred tax assets to the expected amount to be realized.

Stock Compensation

In accordance with accounting standard, SFAS No. 148, “Accounting for Stock-Based Compensation —
Transition and Disclosure, an Amendment of FASB Statement No. 123,” the Company transitioned to the fair value
method of accounting for stock-based compensation during 2002 using the modified prospective method prescribed
by the standard. Under the modified prospective method, the Company began recognizing stock-based employee
compensation expense from the beginning of 2002 as if the fair value method had been used to account for all
employee awards granted, modified, or settled in fiscal years beginning after December 15, 1994. The fair value of
options granted is determined using the Black-Scholes option valuation model. Stock-based employee compensation
expense totaled approximately $49 and $76 in 2002 and 2003, respectively. Under the modified prospective method,
no stock-based employee compensation expense is recognized for prior periods.

Prior to 2002, stock-based compensation expense under stock option plans was reported only if options
were granted below market price at grant date in accordance with the intrinsic value method of Accounting
Principles Board {APB) Opinion No. 25.




. GUARANTY BANCSHARES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Fair Values of Financial Instruments

Fair values of financial instruments are estimated using relevant market information and other assumptions.
Fair value estimates involve uncertainties and matters of significant judgment regarding interest rates, credit risk,
- prepayments, and other factors, especially in the absence of broad markets for particular items. Changes in
assumptions or in market conditions could significantly affect the estimates. The fair value estimates of existing on
and off balance sheet financial instruments do not include the value of anticipated future business or the value of
assets and liabilities not considered financial instruments.

Loss Contingencies

Loss contingencies, including claims and legal actions arising in the ordinary course of business, are
recorded as liabilities when the likelithood of loss is probable and an amount or range of loss can be reasonably
estimated.

Dividend Restriction

Banking regulations require the maintenance of certain capital and net income levels that may limit the
amount of dividends that may be paid. Regulatory capital requirements are more fully disclosed in a separate note.

.. ..Restrictions on Cash

The Company was required to have $299 and $1,907 of cash on hand or on deposit with the Federal
Reserve Bank to meet regulatory reserve and clearing requirements at December 31, 2003 and 2002, respectively.
Deposits with the Federal Reserve Bank do not eamn interest.

Earnings Per Common Share

Basic earnings per share (“EPS”) is based on net earnings divided by the weighted-average number of
shares outstanding during the period. Diluted EPS includes the dilutive effect of stock options granted using the
treasury stock method.

Earnings per common share is computed by dividing net earnings available to common shareholders by the
weighted-average number of common shares outstanding for the year. The weighted-average number of common
shares outstanding for basic and diluted earnings per share computations were as follows:
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GUARANTY BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands, except share amounts)

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

2003 2002 2001
Weighted-average shares outstanding — Basic 2,922,558 2,991,453 3,016,406
Effect of stock options 30,722 21,253 10,915
Weighted-average shares outstanding — Diluted - 2,953,280 3,012,706 3,027,321

Comprehensive Income

Comprehensive income is reported for all periods. Comprehensive income includes both net income and
other comprehensive income. Other comprehensive income components and related taxes were as follows.

2003 2002 ' 2001
Unrealized (loss) gain on available-for-sale securities
arising during the period $ (1,135) % 1,122 § 1,001
Reclassification adjustment for amounts realized on
securities sales included in net earnings (188) (380) (416)
Net unrealized (loss) gain (1,323) 742 585
Tax effect 449 - (252) . (199
Total other comprehensive (loss) income $ 874) § 490 $ 386

Recent Accounting Pronouncements

In April 2003, the Financial Accounting Standards Board (FASB) issued Statement of Financial
Accounting Standard (SFAS) No. 149, "Amendment of Statement 133 on Derivative Instruments and Hedging
Activities” (SFAS 149). SFAS 149 amends and clarifies accounting for derivative instruments and hedging activities
under Statement 133. In addition, this Statement clarifies under what circumstances a contract with an initial net
investment meets the characteristic of a derivative and when a derivative contains a financing component that
warrants special reporting in the statement of cash flows. This statement is effective for contracts entered into or
modified after June 30, 2003. The Company’s adoption of this statement did not have a material impact on the
Company's consolidated financial statements.

In May 2003, the FASB issued SFAS No. 150, Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity (SFAS 150). SFAS 150 established standards for how an issuer
classifies and measures certain financial instruments with characteristics of both liabilities and equity. It requires
that an issuer classify a financial instrument that is within its scope as a liability (or asset in some circumstances).
The Company adopted SFAS 150 on July 1, 2003 and such adoption did not have a material effect on its financial
position or results of operations. The effective date of SFAS 150 has been indefinitely deferred by the FASB for
certain mandatory redeemable instruments when certain criteria are met, The Company has no instruments subject
to these provisions.




GUARANTY BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

~NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

FIN No. 46, Consolidation of Variable Interest Entities, an interpretation of Accounting Research Bulletin
No. 51, establishes accounting guidance for consolidation of variable interest entities (VIE) that function to support
the activities of the primary beneficiary. Prior to the implementation of FIN 46, VIEs were generally consolidated
by an enterprise when the enterprise had a controlling financial interest through ownership of a majority of voting
interest in the entity. The provisions of FIN 46 were effective immediately for all arrangements entered into after
January 31, 2003. In December 2003, the FASB issued a revision to FIN 46 (FIN 46R) which clarified certain
implementation issues and revised implementation dates for VIE’s created before January 31, 2003. Under the new
guidance, special effective date provisions apply to enterprises that have fully or partially applied FIN 46 prior to
issuance of the revised Interpretation. Otherwise, application of FIN 46R (or FIN 46) is required in financial
statements of public entities that have interests in special-purpose entities for periods ending after December 15,
2003. Application by public entities, other than small business issuers, for all other types of VIEs is required in
financial statements for periods ending after March 15, 2004. The Company has concluded that deconsolidation of
the trusts created upon the issuance of the trust preferred securities is necessary by March 31, 2004. In July 2003,
the Federal Reserve issued a supervisory letter instructing bank holding companies to continue to include the trust
preferred securities in Tier I capital for regulatory purposes until notice is given to the contrary. There can be no
assurance that the Federal Reserve will continue to permit institutions to include trust preferred securities in Tier 1
capital for regulatory capital purposes. (See Note 7)

) The Emerging Issues Task Force (EITF) recently reached a consensus on Issue No. 03-1, “The Meaning of

Other-Than-Temporary Impairment and Its Application to Certain Investments,” which is effective for fiscal years
ending after December 15, 2003. EITF 03-1 requires additional disclosures related to unrealized losses that are
" temporary. Investments classified as held to maturity and available for sale with unrealized losses that are
temporary must be separated into (i) losses that have existed for less than 12 months and (ii) losses that have existed

_ for more than 12 months. The Company has adopted the disclosure requirements as of December 31, 2003.

Reclassifications

Certain prior year amounts have been reclassified to conform with the current year’s presentation.



GUARANTY BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

NOTE 2 - SECURITIES AVAILABLE-FOR-SALE

Year-end securities available for sale were as follows:

Gross Gross Estimated

Amortized Unrealized Unrealized Fair

December 31, 2003: Cost Gains Losses Value
U. S. government agency securities $ 7,013 § 190 § 9 % 7,194
Mortgage-backed securities 86,785 776 ’ 313 87,248
Equity securities 3,902 - - 3,902
Obligations of state and political subdivisions 1,210 60 - 1,270
$ 98,910 % 1,026 § 322§ 99,614

December 31, 2002:

U. S. government agency securities S 13,728 $ 399 % -3 14,127
Mortgage-backed securities 61,808 1,341 1 63,148
Collateralized mortgage obligations 25,039 281 40 25,280
Equity securities 3,165 - - 3,165
Obligations of state and political subdivisions 1,225 47 - - 1,272
S 104965 § 2,068 $ 41 $ 106,992

Mortgage-backed securities and collateralized mortgage obligations are backed by pools of mortgages that
are insured or guaranteed by the Federal Home Loan Mortgage Corporation (FHLMC), the Federal National
Mortgage Association (FNMA) or the Government National Mortgage Corporation (GNMA). Equity securities
include stock holdings in Independent Bankers Financial Corporation, the Federal Reserve Bank, the Federal Home
Loan Bank, and Independent Bankers Capital Fund, L.P.

At year-end 2003, there were no holdings of securities of any one issuer, other than the U.S. government
and its agencies, in an amount greater than 10% of shareholders’ equity. None of the Company’s securities had an
unrealized loss for more than 12 consecutive months as of December 31, 2003. Unrealized losses are generally, due
to changes in interest rates, and, as such, are considered temporary by the Company.

Securities with a fair value of approximately $56,784 and $56,429 at December 31, 2003, and 2002,
respectively, were pledged to secure public deposits and for other purposes as required or permitted by law.
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NOTE 2 - SECURITIES AVAILABLE-FOR-SALE (Continued)

The amortized cost and estimated fair value of securities at year-end 2003, by contractual maturity, are

may differ from contractual maturities because borrowers and/or issuers may have the right to call or prepay their
_obligation with or without call or prepayment penalties.

Estimated
Amortized Fair
Cost Value
Due within one year $ 2,138 $ 2,190
Due after one year through five years 6,307 6,473
Due after five years through ten years 40,224 40,501
Due after ten years 46,339 46,548
Equity securities 3,902 3,902
3 98,910 $ 99,614
Sales of securities available for sale were as follows:
2003 2002 2001
Proceeds from the sale of securities $ 44,504 $ 31,973 $ 50,294
Gross realized gains 250 427 441
Gross realized losses 62 47 25
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

NOTE 3 - LOANS AND ALLOWANCE FOR LOAN LOSSES

Year-end loans, excluding loans held for sale, were as follows:

2003 2002
Commercial $ 55,285 $ 58,661
Agriculture 10,173 9,989
Real estate
Construction 22,020 14,017
1-4 family residential 136,717 139,156
Farmland 20,267 14,765
Commercial 79,953 81,649
Multi-family residential 9,291 9,289
Consumer 30,612 32,429
Total gross loans 364,318 359,955
Less:
Unearned discounts 48 67
Allowance for loan losses 3,906 3,692
Total net loans $360,364 $356,196

Loans to executive officers, directors, principal shareholders and their affiliates were as follows:

Beginning balance $ 13,441 $ 14,674
New loans 10,051 5,881
Repayments (6,005) (7,114)

Ending balance $ 17,487 $ 13,441

Changes in the allowance for loan losses were as follows:
2003 2002 2001

Beginning balance $ 3,692 $ 3346 § 2,578
Provision 1,075 1,260 1,385
Charge-offs (923) (1,072) (835)
Recoveries 62 158 218

Ending balance

Impaired loans were as follows:

S 3006 _§ 3.602 _§ 3346

2003 2002
Year-end loans with allowance allocated $§ 2,072 § 2810
Year-end loans with no allowance allocated - -
Impaired loans 2,072 2,810

Amount of the allowance allocated

$ 740 8 913
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NOTE 3 - LOANS AND ALLOWANCE FOR LOAN LOSSES (Continued)

The average balance of impaired loans was $2,674 in 2003, $3,265 in 2002 and $2,973 in 2001. No interest
income was recognized on these impaired loans during 2003, 2002 or 2001. There were no commitments to lend
additional funds to borrowers whose loans were classified as impaired.

The following table presents information regarding nonperforming assets at the dates indicated:

December 31,
2003 2002
Nonaccrual 1oans‘ $ 2,072 § 2810
Accruing loans past due 90 days or more 489 404
Other real estate 743 1,111
Total nonperforming assets $ 3304 § 4,325
Nonperforming assets to total gross loans and other real estate 0.90% 1.18%

If interest on nonaccrual loans had been accrued, such income would have been approximately
$214 in 2003, $310 in 2002 and $251 in 2001.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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NOTE 4 - PREMISES AND EQUIPMENT

Year-end premises and equipment were as follows:

2003 2002
Land $§ 2,604 § 2,604
Building and improvements 12,928 12,736
Furniture, fixtures and equipment 5,136 4,687
Automobiles 108 110

20,776 20,137
Less accumulated depreciation 7,593 6,572

$ 13,183 § 13,565

Depreciation expense totaled $1,024 in 2003, $992 in 2002 and $984 in 2001.

NOTE 5 - INTEREST-BEARING DEPOSITS

Year-end interest-bearing deposits were as follows:

2003 2002
NOW accounts $ 44400 $ 39,368
Savings and money market accounts 75,335 75,745
Certificates of deposit less than $100,000 119,670 136,483
Certificates of deposit of $100,000 or more 96,240 104,840

$ 335,645 § 356,436

Year-end scheduled maturities of certificates of deposit were as follows:

2003

2004 $ 170,121
2005 22,787
2006 5,541
2007 8,502
2008 8,834
Thereafter 125
$§ 215910

Deposits of executive officers, directors and significant shareholders totaled $11,466
and $10,954 at December 31, 2003 and 2002, respectively.
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NOTE 6 - FEDERAL HOME LOAN BANK ADVANCES

Federal Home Loan Bank (FHLB) advances were as follows;

Current

Weighted

Average

Rate 2003 2002
Fixed-rate advances, with monthly interest payments, principal due in:
2003 292% % - $ 5,000
2004 3.49% 6,000 5,000
2005 2.91% 7,000 6,000
2006 4.52% 21,000 20,000
2007 3.60% 7,000 4,000
2008 3.32% 7,000 -
$ 48,000 § 40,000
Fixed-rate advances, with monthly principal and interest payments, principal due in:

2003 523% § - $ 346
2004 5.23% 364 364
2005 5.23% 742 742
2006 5.19% 292 292
2007 5.19% 307 307
2008 5.19% 302 302
Thereafter 5.18% 410 410
2,417 2,763

$ 50,417

§ 42,763

The maximum month-end balance of FHLB advances outstanding was $53,064 and $52,875 in 2003 and
2002, respectively. Average balances of borrowings outstanding during 2003 and 2002 were $50,511 and $40,892,
respectively. As a member of the FHLB system, the Bank has the ability to obtain borrowings up to a maximum
total of $106,659 subject to the level of qualified, pledgable 1-4 Family loans, Multi-family loans, small business
loans, small farm loans, and FHLB stock owned. The advances are collateralized by a blanket pledge of the Bank’s
1-4 Family loans, Multi-family loans, small business loans, small farm loans, and FHLB stock owned. The
weighted-average interest rates on these borrowings were 3.91% and 4.02% at December 31, 2003 and December

31, 2002, respectively.
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NOTE 7 - LONG TERM DEBT

In March 2000, the Company, in a private placement, issued $7,000 (seven thousand shares with a
liquidation amount of one thousand doilars per security) of 10.875% fixed rate trust preferred securities through a
newly formed, wholly owned subsidiary, Guaranty (TX) Capital Trust I (the “Trust I). The Trust I invested the
total proceeds from the sale of the TruPS in 10.875% fixed rate Junior Subordinated Deferrable Interest Debentures
(the “Debentures 1) issued by the Company. ‘

With certain exceptions, the amount of the principal and any accrued and unpaid interest on the Debentures
I are subordinated in right of payment to the prior payment in full of all senior indebtedness of the Company. The
terms of the Debentures I are such that they qualify as Tier I capital under the Federal Reserve Board’s regulatory
capital guidelines applicable to bank holding companies, subject to limitations, Interest on the Debentures I is
payable semi-annually on March 8 and September 8 of each year. The interest is deferrable on a cumulative basis
for up to five consecutive years following a suspension of dividend payments on all other capital stock. No
principal payments are due until maturity on March 8, 2030.

On any March 8 or September 8 on or after March 8, 2010 and prior to maturity, the Debentures I are
redeemable for cash at the option of the Company, on at least 30 but not more than 60 days notice, in whole or in
part, at the redemption prices set forth in the table below, plus accrued interest to the date of redemption.

1f Redeemed During Percentage of If Redeemed During Percentage of
12 Months Beginning Principal 12 Months Beginning Principal
March 8, Amount March 8, Amount
2010 105.438% 2016 102.175%
2011 104.894% 2017 101.631%
2012 104.350% 2018 ‘ 101.088%
2013 103.806% 2019 100.544%
2014 103.263% 2020 and afier 100.000%
2015 102.719%

Upon the occurrence of certain special events, the Company will have the right to call the securities at par
at any time with the permission of the Federal Reserve.

In October 2002, the Company, in a private placement, issued $3,000 (three thousand shares with a
liquidation amount of one thousand dollars per security) of trust preferred securities through a newly formed, wholly
owned subsidiary, Guaranty (TX) Capital Trust Il (“Trust II"). The trust preferred securities will pay quarterly
distributions on January 30, April 30, July 30 and October 30 of each year at a fixed rate per annum equal to 7.94%
unti! October 2012 and a variable rate per annum, reset quarterly, equal to LIBOR plus 3.35%, thereafter. Trust Il
invested the proceeds from the sale of the trust preferred securities in Junior Subordinated Deferrable Interest
Debentures II (the “Debentures I1”) issued by the Company.

F- 20




R ™,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

NOTE 7 - LONG TERM DEBT (Continued)

With certain exceptions, the amount of the principal and any accrued and unpaid interest on the Debentures
II are subordinated in right of payment to the prior payment in full of all senior indebtedness of the Company. The
"!terms of the Debentures II are such that they qualify as Tier I capital under the Federal Reserve Board’s regulatory
capital guidelines applicable to bank holding companies. Interest on the Debentures II is payable quarterly at the
same rate as dividends are paid on the trust preferred securities. The interest is deferrable at a cumulative basis for
up to five consecutive years following a suspension of dividend payments on all other capital stock. No principal
payments are due until maturity on October 30, 2032,

~ On any interest payment date on or after October 30, 2012 and prior to maturity date, the Debentures II are
redeemable for cash at the option of the Company, on at least 30 but not more than 60 days notice, in whole or in
part, at a redemption price equal to 100% of the principal amount to be redeemed, plus accrued interest to the date
of redemption.

Upon the occurrence of certain special events, the Company will have the right to call the securities at a
redemption price equal to 100% of the principal amount to be redeemed plus accrued interest to the date of
redemption,

- Any redemption is subject to the Company obtaining the prior approval of the Federal Reserve.

Due to FIN No. 46, Consolidation of Variable Interest Entities (see Recent Accounting Pronouncements),
the Company will no longer consolidate Trust [ and Trust Il in its financial statements as of January 1, 2004, Asea
result, the Company’s balance sheet will include $10,310 of subordinated debt, which is currently included on the
balance sheet as $10,000 in long-term debt after a consolidation elimination of $310. The overall impact of this
deconsolidation is not expected to be material to the Company's consolidated financial statements, In July 2003, the
Federal Reserve issued a supervisory letter instructing bank holding companies to continue to include the long-term
debt in Tier I capital for regulatory purposes, subject to specified limits, until notice is given to the contrary. At this
time, it is not possible to estimate the effect, if any, on the Company’s Tier I regulatory capital as a result of any
future action taken by the Federal Reserve,
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NOTE 8 - COMMON STOCK

A summary of issued and outstanding shares of common stock is as follows:

Common Common
Stock Treasury Stock
Issued Steck Outstanding
Balance at January 1, 2001 3,250,016 (205,983) 3,044,033
Purchase of treasury stock - (39,605) (39,605)
Balance at December 31, 2001 3,250,016 (245,588) 3,004,428
Purchase of treasury stock - (74,500) (74,500)
Exercise of stock options 2,000 - 2,000
Balance at December 31, 2002 3,252,016 (320,088) - 2,931,928
Purchase of treasury stock - {10,000) (10,000)
Balance at December 31, 2003 3,252,016 (330,088) 2,921,928

NOTE 9 - STOCK OPTIONS

In 1998, the Company’s Board of Directors, with the approval of shareholders, adopted the 1998 Stock
Incentive Plan. Under the provisions of this plan, 1,000,000 shares have been reserved for issuance. The plan
provides for the grant of nonqualified stock options to certain officers of the Company at exercise prices equal to the
fair market value per share of the Company’s common stock on the date of the grant. Options granted under the plan
generally expire after eight years and generally vest and become exercisable in five equal annual installments
commencing on the first anniversary of the date of grant and annually thereafter.
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NOTE 9 - STOCK OPTIONS (Continued)

A summary of activity in the 1998 Stock Incentive Plan follows:

Balance, January 1, 2000
Shares reserved for future grants
Granted
Exercised
Canceled

Balance, December 31, 2000
Granted
Exercised
Canceled

Balance, December 31, 2001
Granted
Exercised
Canceled

Balance, December 31, 2002
Granted
Exercised
Canceled

Balance, December 31, 2003

Options Outstanding

Shares

Available for Number Weighted-Average

Future Grants of Shares Exercise Price
R R $ R
1,000,000 - -
(89,500) 89,500 9.30
910,500 89,500 -
910,500 89,500 9.30
(20,000) 20,000 12.50
- (2,000) 9.30
3,000 (3,000) 9.30
893,500 104,500 9.91
(40,000) 40,000 15.36
853,500 144,500 $ 11.42

Other information regarding options outs.tandingba.nd options exercisable as of December 31, 2003 is as

follows:

Weighted-
Average
Remaining
Exercise Options Options Contractual
Price Outstanding Exercisable Life in Years
$ 9.30 84,500 50,700 43
12.50 20,000 4,000 6.2
15.23 38,000 - 7.3
17.78 2,000 - 7.8
Total 144,500 54,700 5.4




GUARANTY BANCSHARES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands, except per share amounts)

NOTE 9 - STOCK OPTIONS (Continued)

In accordance with a new accounting standard, SFAS No. 148, “Accounting for Stock-Based Compensation
— Transition and Disclosure, an Amendment of FASB Statement No. 123,” the Company transitioned to the fair
value method of accounting for stock-based compensation during 2002 using the modified prospective method
prescribed by the standard. Under the modified prospective method, the Company began recognizing stock-based
employee compensation expense from the beginning of 2002 as if the fair value method had been used to account
for all employee awards granted, modified, or settled in fiscal years beginning after December 15, 1994. The fair
value of options granted is determined using the Black-Scholes option valuation model. Stock-based employee
compensation expense totaled approximately $76 and $49 in 2003 and 2002, respectively. Under the modified
prospective method, no stock-based employee compensation expense is recognized for prior periods.

The weighted-average fair value of options granted in 2003, 2002 and 2001 was $4.22, $4.09 and $2.03 per
option, respectively. Fair values of options are estimated at the date of grant using the Black-Scholes option pricing
model with the following weighted-average assumptions for 2003, 2002 and 2001: risk-free interest rates of 3.20%,
5.00% and 6.42%; market price volatility factors of 0.26%, 0.29% and 0.08%; a weighted-average expected life of
the options of § years; and dividend yields of 1.97%, 2.24% and 2.59%.

Prior to 2002, stock-based compensation expense under stock option plans was reported only if options
were granted below market price at grant date in accordance with the intrinsic value method of Accounting
Principles Board (APB) Opinion No. 25.

The following pro forma information presents net earnings and earnings per common share for 2001 had
the fair value method been used to measure compensation cost for stock-based compensation plans. For purposes of
these pro forma disclosures, the estimated fair value of the options is amortized to expense over the related vesting
periods.

2001
Net earnings, as reported $ 3,290
Stock-based employee compensation expense, net of tax (23)
Pro forma net earnings $ 3,267
Earnings per share - basic and diluted:
As reported $ 1.09
Pro forma 1.08
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NOTE 10 - EMPLOYEE BENEFITS

The Company maintains an Employee Stock Ownership Plan containing Section 40i(k) provisions
covering substantially all employees. The plan provides for a matching contribution of up to 4% of qualified
compensation. Total contributions accrued or paid for 2003, 2002 and 2001 totaled $410, $462 and $390,
respectively.

The Company maintains a non-qualified, non-contributory “Supplemental Retirement Plan.” The plan
covers an executive officer to provide benefits equal to amounts payable under the Company’s retirement plan and
certain social security benefits to aggregate a predetermined percentage of the final five-year average salary. The
plan is non-funded. Amounts accrued or paid for 2003, 2002 and 2001 totaled $9, $11 and $13, respectively.

The Company established a non-qualified, non-contributory, “Salary Continuation Plan” in 1998. The plan
covers an executive officer to provide benefits equal to an amount which represents approximately 75% of projected
compensation at retirement as adjusted for amounts payable under the Company’s retirement plan and certain social
security benefits, This plan is non-funded. Amounts accrued for 2003, 2002 and 2001 totaled $127, $116 and $111,
respectively.

During 1998 the Company established a non-qualified, non-contributory, “Executive Incentive Retirement
Plan,” The plan covers a selected group of key personnel to provide benefits equal to amounts computed under an
“award criteria” at various targeted salary levels as adjusted for annual earnings performance of the Company.
Amounts accrued for 2003, 2002 and 2001 totaled $51, $50 and $35, respectively.

The Company has a bonus plan that provides guidelines whereby officers and employees can earn bonus
compensation based on the profitability of the Company. The bonus amounts are determined based on the
Company’s achievement of certain percentages of return on equity targets. This plan is approved and adopted
annually by the Board of Directors of the Company at the first board meeting of the year. The bonus pool under this
plan for 2003, 2002 and 2001 totaled $597, $874 and $679, respectively.
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NOTE 11 - INCOME TAXES

The sources of year-end gross deferred income tax assets and liabilities were as follows:

2003 2002
Deferred tax assets:
Allowance for loan losses $ 1,094 $ 995
Deferred Compensation 291 240
Other § 43 17
Total deferred tax asset $ 1,428 $ 1,252
Deferred tax liabilities:
Security basis $ (116)  $ (94)
Unrealized gain on available-for-sale securities (239) (689)
Depreciation (1,291) (1,128)
Leasing transactions (1,714) (1,187)
Deferred loan costs, net (398) (399)
Other (69) (62)
Total deferred tax liability § (3.827) $ (3,559)
Net deferred tax liability $ 2399 ' $ 2307

A reconciliation of the Company's effective income tax rate and the statutory federal income tax rate
for each reported period is as follows:

2003 2002 2001
Statutory federal income tax rate 34.00% 34.00% 34.00%
Tax exempt income 0.37) (2.76) (3.68)
Recognition of benefit on lease and AFT transactions (6.68) (7.40) (1.18)
Other, net 1.16 0.53 2.25
Effective income tax rate 28.11% 24.37% 31.39%

Guaranty Leasing Company is a substantial partner in various complex equipment leasing transactions
primarily originated in 1992, 1994 and 1995 involving leveraged leases. In November 1998, Guaranty Leasing was
informed by the Internal Revenue Service (the “Service™) that it has taken the position that certain losses taken by
one of the three Partnerships during 1994, 1995 and 1996 of $302, $410, and $447, respectively, would be
disallowed. In October 2001, the Service informed Guaranty Leasing that it has taken the position that certain
losses taken by that Partnership during 1997 of $487 would also be disallowed. In September 2002, the Company
received from the Service a Notice of Final Partnership Administrative Adjustment (“FPAA”) disallowing these
deductions. Based upon the advice of counsel, the Company believes that it has correctly reported these
transactions for tax purposes and that it has obtained appropriate legal, accounting and appraisal opinions and
authority to support its positions. The Company recorded and expensed the tax affect of the disallowed deductions
in 2002. On February 3, 2003, the Company filed a petition to begin the process to litigate the matter in the United
States District Court for the Eastern District of Texas the (the “Texas Court”). On August 5, 2003 the Texas Court
issued a Docket Control Order establishing a court timeline and a final Pretrial Conference for April 5, 2004. On
October 17, 2003 the Government filed a Motion to Transfer Venue from the Texas Court to the United States
District Court for the Eastern District for Virginia, the (the “Virginia Court”). On November 25, 2003 the
Government filed a Motion to Stay Proceedings. On December 18, 2003 the Texas Court issued an Order to Stay
Proceedings pending the Court’s ruling on the Government’s Motion to Transfer Venue. Any final determination
with respect to the Partnership will be binding on the Company. In addition to the ongoing litigation regarding the
Partnership, the Service is in the process of examining the tax deductions taken for the other two Partnerships.
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NOTE 11 - INCOME TAXES (Continued)

No FPAA has been made regarding the disallowance of similar deductions for these two Partnerships. Should the
Service ultimately disallow the related tax deductions taken during the remaining years of the Partnership that is the
subject of the FPAA as well as the other two Partnerships, the Company will be required to recognize an additional
maximum tax liability of approximately $3,900 plus possible penalty and interest. The Company is actively

contesting the position of the Service in connection with this matter, and will take appropriate steps necessary to
protect its legal position.

NOTE 12 - NONINTEREST INCOME AND NONINTEREST EXPENSE

Other operating income consisted of the following:

Years Ended December 31,

2003 2002 2001
Fee income : $ 925 % 863 $ 668
Fiduciary income 178 163 136
Earnings from key-man life insurance 251 236 204
Gain on sale of loans 586 272 98
Gain on sale of assets - 97 36
Gain on sale of other real estate 32 12 176
Income (loss) from investment in AFT (60) - 140
Impairment of investment in AFT (113) - (1,500)
Gain on settlement of litigation - - 3,000
Other noninterest income 81 76 149

$ 180 $ 1,719 § 3,107

Disregarding the Company’s one time gain on settlement of litigation of $3,000 in 2001 and impairment
charges from its AFT investment of $113 in 2003 and $1,500 in 2001, the Company’s recurring noninterest income
was $1,993, $1,719 and $1,607 in 2003, 2002, and 2001, respectively.

Gain on the settlement of litigation represents the amount received in January 2002 in connection with the
November 2001 settlement and concurrent transfer of the Company’s rights to certain intangible assets.

During 2000, Guaranty Leasing acquired a 2.5% ownership interest in AFT for approximately $2,800. The
AFT ownership interest is classified as an Other Asset on the Company's balance sheet. As of December 31, 2003
and 2002, the book value of the AFT ownership interest was $1,404 and $1,577, respectively.

During the third quarter of 2001, AFT recorded an impairment charge of $18,158 related to two airplanes.
In addition, management received indications the appraised value of AFT’s fleet of airplanes had declined
approximately 9% from their value the past year. Based on these factors, the limited marketability of the
investment, the uncertainty surrounding the air transport industry and general economic conditions, management
believed that the value of its investment in AFT was permanently impaired. During the fourth quarter of 2001, on
belief that the Company's investment in AFT was impaired by declines in air travel and reduced demand for
commercial aircraft, an impairment charge of $1,500 was recorded and the carrying amount of the investment was
reduced to $1,577. During the second quarter 2003, on belief that the Company’s investment in AFT had been
further impaired, an impairment charge of $113 was recorded.
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NOTE 12 - NONINTEREST INCOME AND NONINTEREST EXPENSE (Continued)
Other operating expense consisted of the following:

Years Ended December 31,

2003 2002 2001
Legal and professional fees $ 1,168 $ 933 § 804
Director and committee fees 560 534 412
Advertising 284 310 278
ATM and debit card expense 363 317 279
Office and computer supplies 301 263 429
Postage 211 187 180
Phone expense 252 194 188
Other 1,308 1,249 1,396

§ 4447 § 3989 § 4,026

NOTE 13 - COMMITMENTS AND CONTINGENCIES

In the normal course of business, the Company enters into various transactions, which, in accordance with
generally accepted accounting principles, are not included in the consolidated balance sheets. These transactions are
referred to as “off-balance sheet commitments.” The Company enters into these transactions to meet the financing
needs of its customers. These transactions include commitments to extend credit and letters of credit, which involve
elements of credit risk in excess of the amounts recognized in the consolidated balance sheets. The Company
minimizes its exposure to loss under these commitments by subjecting them to credit approval and monitoring
procedures.

The Company enters into contractual commitments to extend credit, normally with fixed expiration dates or
termination clauses, at specified rates and for specific purposes. Customers use credit commitments to ensure that
funds will be available for working capital purposes, for capital expenditures and to ensure access to funds at
specified terms and conditions. Substantially all of the Company’s commitments to extend credit are contingent
upon customers maintaining specific credit standards at the time of loan funding. Management assesses the credit
risk associated with certain commitments to extend credit in determining the level of the allowance for credit losses.

Letters of credit are written conditional commitments issued by the Company to guarantee the performance
of a customer to a third party. The Company’s policies generally require that letters of credit arrangements contain
security and debt covenants similar to those contained in loan agreements. In the event the customer does not
perform in accordance with the terms of the agreement with the third party, the Company would be required to fund
the commitment. The maximum potential amount of future payments the Company could be required to make is
represented by the contractual amount shown in the table below. If the commitment were funded, the Company
would be entitled to seek recovery from the customer. As of December 31, 2003 and 2002, no amounts have been
recorded as liabilities for the Bank’s potential obligations under these guarantees.

Commitments and letters of credit outstanding at year-end were as follows:

Contract or
Notional Amount
2003 2002
Commitments to extend credit $ 23,878 $27,838
Letters of credit 1,491 1,140
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NOTE 13 - COMMITMENTS AND CONTINGENCIES (Continued)

The Company is involved in certain claims and lawsuits occurring in the normal course of business.
Management, after consultation with legal counsel, does not believe that the outcome of these actions, if determined
adversely, would have a material impact on the consolidated financial statements of the Company. (See Note 11)

NOTE 14 - CONCENTRATIONS OF CREDIT RISK

Most of the Company’s business activity is with customers located within the state. Investments in state
and municipal securities involve governmental entities within the Company’s market area. The Company also
maintains deposits with other financial institutions in amounts that exceed FDIC insurance coverage. The Company
has not experienced any losses in such accounts and believes it is not exposed to any significant credit risk on cash
and cash equivalents.

NOTE 15 - REGULATORY MATTERS

Banks and bank holding companies are subject to various regulatory capital requirements administered by
state and federal banking agencies. Capital adequacy guidelines and, additionally for banks, prompt corrective
action regulations involve quantitative measures of assets, liabilities, and certain off-balance-sheet items calculated
under regulatory accounting practices. Capital amounts and classifications are also subject to qualitative judgments
by regulators about components, risk weighting, and other factors. Failure to meet minimum capital requirements
can initiate regulatory action. Management believes, as of December 31, 2003 and 2002, that the Company and the
Bank meet all capital adequacy requirements to which they are subject.
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NOTE 15 - REGULATORY MATTERS (Continued)

The following table sets forth the consolidated and bank only actual capital levels in addition to the
requirements under prompt corrective action regulations.

To Be Well
For Capital Capitalized Under
Adequacy Prompt Corrective
Actual Purposes Action Provisions
Amount Ratio Amount _ Ratio Amount Ratio
December 31, 2003
Total capital to risk-weighted assets: )
Consolidated $ 47,552 13.18% $§ 28,859 8.00% n/a
Bank 46,057 12.81% 28,767 8.00% $§ 35,958 10.00%
Tier 1 capital to risk-weighted assets:
Consolidated 43,646  12.10% 14429  4.00% n/a
Bank 42,151 11.72% 14,383 4.00% 21,575 6.00%
Tier 1 capital to average assets:
Consolidated 43,646 8.32% 20,987 4.00% n/a
Bank 42,151 8.05% 20,943 4.00% 26,179 5.00%
December 31, 2002
Total capital to risk-weighted assets:
Consolidated § 45,997 13.12% § 28,041 8.00% n/a
Bank 43,248 12.21% 28,330 8.00% § 35,412 10.00%
Tier 1 capital to risk-weighted assets
Consolidated 42,305 12.06% 14,021 4.00% n/a
Bank 39,556 11.17% 14,165 4.00% 21,247 6.00%
Tier 1 capital to average assets:
Consolidated 42,305 8.62% 19,625 4.00% n/a
Bank 39,556 8.08% 19,583 4.00% 24,479 5.00%

As of December 31, 2003 and 2002, the Bank met the level of capital required to be categorized as well
capitalized under prompt corrective action regulations. The deconsolidation of trust preferred securities is required
on January 1, 2004. The overall impact of this deconsolidation is not expected to be material to the Company’s
consolidated financial statements. In July 2003, the Federal Reserve issued a supervisory letter instructing bank
holding companies to continue to include the long-term debt in Tier I capital for regulatory purposes, subject to
specified limits, until notice is given to the contrary. At this time, it is not possible to estimate the effect, if any, on
the Company’s Tier I regulatory capital as a result of any future action taken by the Federal Reserve. (See Note 7)

The Bank is a state-charted banking association whose deposits are insured by the FDIC and therefore is
subject to regulation, supervision and examination by the Texas Department of Banking and the FDIC. Because the
Federal Reserve Bank (“FRB™) regulates the bank holding company parent of the Bank, the FRB also has
supervisory authority that directly affects the Bank. In addition, upon making certain determinations with respect to
the condition of any insured bank, such as the Bank, the FDIC may begin proceedings to terminate a bank’s federal
deposit insurance.

Dividends paid by the Company are mainly provided by dividends from its subsidiaries. However, certain
restrictions exist regarding the ability of its bank subsidiary to transfer funds to the Company in the form of cash
dividends, loans or advances. These guidelines do not currently restrict the Bank from paying normal dividends to
the Company.




GUARANTY BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
(Dollars in thousands)

NOTE 16 - FAIR VALUES OF FINANCIAL INSTRUMENTS

The estimated fair value approximates carrying value for financial instruments except those described below:

Securities: Fair values for securities are based on quoted market prices or dealer quotes. If a quoted market
price is not available, fair value is estimated using quoted market prices for similar instruments.

Loans: The fair value of fixed-rate loans and variable-rate loans which reprice on an infrequent basis is
estimated by discounting future cash flows using the current interest rates at which similar loans with
similar terms would be made to borrowers of similar credit quality.

Deposits: The fair value of deposit liabilities with defined maturities and long-term debt is estimated by
discounting future cash flows using the interest rates currently offered for deposits or similar borrowings of
similar remaining maturities.

FHILB Advances and Long-Term Debt: The fair value of borrowings is estimated by discounting future
cash flows using currently available rates for similar financing.

Off-Balance-Sheet Instruments: The fair values of these items are not material and are therefore not
included on the following schedule.

The estimated year-end fair values of financial instruments are detailed in the following table. The fair

value of financial instruments is defined as the amount at which the instrument could be exchanged in a current

transaction between willing parties, other than in a forced or liquidation sale.

2003 2002

Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value

Financial assets:

Cash and cash equivalents $§ 20816 $ 20,816 $ 18,244 § 18,244
Time deposits 6,776 6,801 - -
Federal funds sold - - 1,530 1,530
Securities available for sale ' 99,614 99,614 106,992 106,992
Loans held for sale 1,244 1,244 5,727 5,727
Loans, net 360,364 359,921 356,196 356,968
Accrued interest receivable 2,638 2,638 3,002 3,002
Financial liabilities:
Deposits $ 407,847 §$ 403,407 $ 424950 $ 426,481
Federal funds purchased 7,295 7,295 - -
FHLB advances 50,417 51,932 42,763 44,287
Long-term debt 10,000 12,181 10,000 12,505
Accrued interest payable 828 828 1,150 1,150

While these estimates of fair value are based on management’s judgment of appropriate factors, there is no
assurance that, were the Company to have disposed of such items at December 31, 2003 and 2002, the estimated fair
values would necessarily have been achieved at those dates, since market values may differ depending on various
circumstances. The estimated fair values at December 31, 2003 and 2002 should not necessarily be considered to

apply at subsequent dates.
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NOTE 16 - FAIR VALUES OF FINANCIAL INSTRUMENTS (Continued)

In addition, other assets, such as property and equipment, and liabilities of the Company that are not
defined as financial instruments are not included in the above disclosures. Also, nonfinancial instruments typically
not recognized in financial statements nevertheless may have value but are not included in the above disclosures.
These include, among other items, the estimated earning power of core deposit accounts, the trained work force,
customer goodwill and similar items.

NOTE 17 - PARENT COMPANY ONLY CONDENSED FINANCIAL STATEMENTS
Condensed financial information of the Company is as follows:

Condensed Balance Sheets
December 31, 2003 and 2002

Assets 2003 2002
Cash and cash equivalents $ 1,260 § 2,244
Investment in subsidiaries 45,266 42,208
Cash surrender value of life insurance. 954 896
Premises and equipment, net 14 23
Other assets 187 203

$ 47,681 545574

Liabilities and Shareholders’ Equity

Other liabilities 923 620
Long-term debt 10,310 10,310
Shareholders’ equity 36,448 34,644

§ 47,681 $45,574

Condensed Statements of Earnings
Years ended December 31, 2003, 2002 and 2001

2003 2002 2001
Operating income
Dividends from subsidiaries $ 1,200 $ 2,100 $ 250
Costs and expenses ‘
Interest expense 1,001 796 772
General and administrative : 440 369 279
Total costs and expenses 1,441 1,165 1,051
Earnings before income tax (241) 933 (801)
Provision for income taxes (153) - -
Earnings before equity in undistributed earnings of subsidiaries (88) 935 (801)
Equity in undistributed earnings of subsidiaries 3,932 3,442 4,091

Net earnings $ 3,844 $ 4377 §

3,290
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NOTE 17 - PARENT COMPANY ONLY CONDENSED FINANCIAL STATEMENTS (Continued)

Condensed Statements of Cash Flows
Years ended December 31, 2003, 2002 and 2001

2003 2002 2001

Cash flows from operating activities
Net earnings $ 3844 % 4,377 % 3,290
Adjustments to reconcile net earnings to net cash from
operating activities:

Equity in undistributed earnings of subsidiaries (3,932) (3,442) (4,091
Depreciation and amortization 9 9 8
Net change in other assets' 5 (42) (129) 294

Net change in other liabilities 303 138 (14)
Stock-based compensation expense 76 49 -

Net cash provided by (used in) operating activities 258 1,002 (513)

Cash flows from investing activities

Purchases of premises and equipment - (29) -
Net cash used in investing activities - (29) -

Cash flows from financing activities

Purchase of treasury stock : (161) (1,167) (433)
Proceeds from issuance of trust preferred securities - 3,000 -
Exercise of stock options - 19 -

Cash dividends paid (1,081) 951 841)

Net cash (used in) provided by financing activities (1,242) 901 (1,274)

Net change in cash and cash equivalents (984) 1,874 (1,787)
Cash and cash equivalents at beginning of year 2,244 370 2,157
Cash and cash equivalents at end of year $ 1,260 § 2,244  § 370
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NOTE 18 - QUARTERLY FINANCIAL DATA - UNAUDITED

Condensed quarterly results of operations for the years ended December 31, 2003 and 2002 were as follows:

Year ended December 31, 2003

QUARTER ENDED 2003
(unaudited)
Dec. 31 Sept. 30 June 30 March 31
(Dollars in thousands, except per share data)

Interest income $ 6,799 $ 6,722  $ 7,001 %
Interest expense 2,229 2,413 2,771
Net interest income 4,570 4,309 4,230
Provision for loan losses 300 250 150
Net interest income after provision for loan losses 4,270 4,059 4,080
Noninterest income 1,155 1,209 1,187
Noninterest expense 3,918 3,963 4,004
Earnings before taxes 1,507 1,305 1,263
Provision for income tax expense 418 370 478
Net earnings $ 1,080 % 935 § 785 §
Earnings per common share:

Basic $ 037 % 032 ¢ 027 §$

Diluted $ 037 $ 031 § 027 $

Year ended December 31, 2002

QUARTER ENDED 2002
(unaudited)

Dec. 31 Sept. 30 June 30 March 31
(Dollars in thousands, except per share data)

Interest income $ 7,324  § 7,357 § 7,194 % 7,080
Interest expense 2,972 3,061 3,099 3,140
Net interest income 4,352 4,296 4,095 3,940

Provision for loan losses 225 335 450 250
Net interest income after provision for loan losses 4,127 3,961 3,645 3,690
Noninterest income 1,320 1,227 1,475 1,034

Noninterest expense 3,945 3,683 3,574 3,490

Earnings before taxes ' 1,502 1,505 1,546 1,234
Provision for income tax expense 292 413 453 252
Net earnings $ 1,210 § 1,092 § 1,093 § 982
Earnings per common share:
Basic $ 041 % 036 § 036 S 0.33
Diluted $ 040 % 036 $ 036 $ 033
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